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Preface 


A volume which is concerned with any segment of the operation and 
* analysis of current American business contains both in the text and in the 
footnotes references to many current pertinent facts and figures of our 
economy. All such references, numerous as they are, have been brought 
up to date in this revised edition. The most recent available ratio tables 
used in Chapters VI to XV, XXI to XXII, and in the Appendix have 
been incorporated. These tables include the ratios for the postwar peace 
years of 1946 and 1947 as well as the latter war years of 1943, 1944, and 
1945. Chapter XX on the Break-even Point has been largely rewritten 
to include additional explanatory material. Some new problems and 
some changes in the problems at the end of each chapter have been 
made. Where new business forms have been developed and put into 
active use, those forms have been acquired and substituted for the 
illustrations in the earlier edition. In other words, the entire volume 
has been studied and examined word by word and chapter by chapter, 
and every change, no matter how incidental, of wording, new facts, or 
up-to-date material, has been carefully made so that the volume will be 
of the widest possible practical help to business executives, industrial 
engineers, accountants, bank credit executives, bank examiners, mer¬ 
cantile credit managers, and students of the analysis of present-day 
American business enterprises. 

Roy a. Foulke 

New York, N.Y. 

December, 1949 
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PART I 

Background of Analysis 



Jr ART 1 of this volumef consisting of four 
chapters, gives the historical and the credit background lead¬ 
ing up to the analyses of financial statements. In colonial 
days, financial statements were rarely made available to out¬ 
siders for any purpose. The practical need of balance 
sheets for the use of creditors arose with the change in the 
basis for granting bank loans from endorsed notes receiv¬ 
able and accommodation paper to single-name paper, and 
with the trend from the proprietorship and partnership 
forms of business organization to the corporate form. Then 
followed the rise of public accountancy standards, of 
accounting associations, and the more recent basic interest 
of the Securities and Exchange Commission. The analyses 
of financial statements by different individuals or groups, if 
thorough, are fundamentally the same, but different inter- 
pretations develop from the same analyses, depending upon 
a particular interest in a situation. A mercantile creditor, 
a commercial banker, a stockholder, or a member of the 
management staff will probably interpret identical infor¬ 
mation somewhat differently. In fact, the interpretation 
of any one of these interested sources may vary according to 
the degree of his interest. Moreover, one^s interpretation of 
the bare figures may depend upon his knowledge of sup¬ 
plementary information such as antecedent records of the 
principals in the business, investigational facts covering the 
details of bank and trade relations, knowledge as to whether 
the figures are individual, consolidated, or partly con¬ 
solidated, and information regarding particular items in the 
financial statement. 



CHAPTER I 

GROWING IMPORTANCE OF ARABIC FIGURES IN THE 
BUSINESS WORLD 

For the successful operation of commercial and industrial business 
enterprises, the fundamental, clear, definite understanding of three sets 
of figures is positively essential. This does not mean that a business 
executive, a commercial or an investment banker, an investor, a specu¬ 
lator, a business counselor, a mercantile credit man, or a financial analyst 
must know how to prepare these three financial statements; trained 
accountants are available in every city in the United States for that 
purpose. But the unchallenged ability to interpret these three sets of 
figures intelligently and accurately is essential to an understanding of 
the operations of business enterprises in a highly competitive profit 
economy. These three financial statements are the balance sheets the 
projii and loss staiementj and the reconciliation of surplus. 

When gross profits and net profits are decreasing, or when black 
figures have turned into red figures without professional legerdemain, 
the active management of the typical business enterprise generally 
follows two policies simultaneously: sales are pushed just as hard as the 
aggressiveness, the energy, and the ingenuity of the organization will 
permit; and the amount and the percentage of each expense item in the 
profit and loss statement are compared with the amount and the per¬ 
centage of the corresponding item for the previous fiscal period to ascertain 
where expenses may be reduced radically. The emphasis is primarily 
on increased sales and on decreased expense. It is a natural and logical 
emphasis. 

Over a period of years, the author has found that the typical business 
executive knows his profit and loss statement forward and backward. 
He can always find some place where expenses may be cut, perhaps the 
advertising budget, perhaps salesmen's expenses, salaries, wages, telephone, 
or postage. Probably not more than one business executive out of 10 gives 
the slightest particle of intelligent thought or analysis to the balance sheet 
of his business. If he recognized the implications in the relationships 
between items in the balance sheet as clearly as he sees the implications 
of the relative size in individual items in comparative profit and loss 
statements, he would realize the effect that operating policies which 
anticipate profits and losses have upon the future financial condition. 
With this understanding, he would be more careful in making decisions 
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which so often result in anxiety, sleepless nights, and the necessity for 
the subsequent study of the income and expense figures. 

Here are examples. If receivables are heavy and include a large 
number of past-due or questionable accounts, a cWge-off for bad debts 
that is greater than usual will make inroads upon subsequent profits; 
if the inventory is top-heavy and prices should happen to fall, nothing 
can stop a write-down, generally to that well-known accounting con¬ 
vention of ‘‘cost or market, whichever is lower,which will reduce or 
possibly wipe out net profits; if fixed assets are excessive, the annual 
depreciation charges will represent an overbalance charge to expense; 
if a large funded debt exists, the interest will eat into net profits. These 
conditions become evident from an analysis of the balance sheet. Skilled 
management realizes the intimate effects of these unbalanced conditions 
upon a future profit and loss statement, and so determines and follows 
financial policies that prevent such unsound conditions from arising in 
the first place. To do so, however, the individual must know what 
represents sound and unsound relationships in a balance sheet. 

Therefore, the fundamental importance of understanding the delicate 
shades in meaning of balance sheet proportions must be emphasized. 
If a balance sheet is out of line in any important respect, intelligent 
operation and consistent, sound, financial policy are essential to bring 
affairs into healthy condition over the years. No balance sheet will 
recover its health by itself; the management staff must guide the business 
consciously. Too many business enterprises are constantly adrift, 
blown by the variable winds of the season, and the conditions of their 
balance sheets are the unfortunate results of extraneous influences 
instead of conscious managerial direction. Every managerial policy, 
or absence of managerial policy, is reflected somewhere in the flgures—in 
the balance sheet, in the profit and loss statement, or in the reconciliation of 
surplus. The extension of credit to customers in excess of their reason¬ 
able needs will be shown in excessive receivables and a heavy collection 
period; the purchase of merchandise in excess of reasonable requirements, 
because an executive officer “is sure^’ that prices are going up, will be 
shown in a larger inventory and a slower turnover; and expansion in 
plant facilities, home offices, or retail stores will be reflected in a larger 
proportionate investment in fixed assets. The payment for an insurance 
policy will appear in the expense account, the return of merchandise will 
be evident in the profit and loss statement, and the payment of dividends 
in the surplus account. 

EARLY SCARCITY OF FINANCIAL STATEMENTS 

The extension of mercantile credit to commercial and industrial 
business enterprises, the lending operations of commercial banking 
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institutions, the underwriting activities of investment bankers, and the 
investment activities of endowed institutions and of individuals did not 
always depend upon this understanding and ability to analyze financial 
statements which are now so essential in bur existing economy. < The 
current importance of financial statements has its roots in the transition 
period when proprietorships and partnerships began to be succeeded by 
corporations, a process that provided greater opportunities for invest¬ 
ment at a ‘‘profit’’ or a “loss.” This expansion in the significance of 
the Arabic figure began to take place in the fourth quarter of the last 
century; it developed more rapidly when the accounting profession 
assumed a place of key importance in the American business world, 
around the turn of this twentieth century. 

During the entire period of our colonial history and the early years 
of our national life up to the economic, social, and political crisis of the 
Civil War, two practices were customarily followed to place credit 
information in the hands of actual or potential mercantile creditors. 
By one practice, the buyer would forward with his order for merchan¬ 
dise letters of reference and recommendation that he had obtained from 
friends, from his local minister, from a neighboring lawyer, or from 
locally established fellow merchants. By the other practice, the importer- 
wholesaler or the wholesaler-distributor, as the case might be, would 
write to customers or to friends located in the neighborhood of the 
potential buyer, requesting information and personal opinions regarding 
the honesty and the local reputation of the applicant for credit. Both 
techniques were widely used. They were used in domestic trade by 
wholesale distributors of merchandise in the important trading centers 
along the Atlantic seacoast—New York, Boston, Philadelphia, Baltimore, 
and Charleston; inland at the great distributing center of Cincinnati; 
and in foreign commerce by English factors, exporters, and merchant- 
bankers, who carried on extensive business relationships with American 
importers over all these years. ^ 

Credit References and Recommendations 

The practice of offering credit references and recommendations to 
potential creditors served its purpose in a world of domestic and foreign 
commerce at a time when commercial and industrial activity was carried 
on almost entirely by proprietorships and partnerships. Over these 
many decades capital accumulation was rather modest, transportation 
was relatively slow, the market was widely scattered, and mercantile 

^ Typical examples of both practices will be found in The Sinews of American 
Commerce by Roy A. Foulke (Dun <& Bradstreet, Inc., New York, 1941). For credit 
information for domestic colonial merchants, see pp. 66-68; for foreign merchants 
during the colonial period, pp. 74-75, 358-359; and for domestic and foreign merchants 
during the early days of our national life, pp. 105-107. 
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credits were for long periods ranging from 8 months to several years in 
the colonial era, and from 6 to 12 months in our early national life. 
Under the proprietorship form of organization, the outside means of the 
owner or owners of a business enterprise, which often were known by 
general reputation to be substantial, were at the risk of creditors. 

Rarely did the creditor obtain any exact information regarding the 
financial responsibility of the potential buyer from references, from 
letters of recommendation, or by correspondence with customers or 
friends located in the vicinity of the buyer. He obtained more often 
general information and neighborly opinions regarding the reliability, 
the honesty, the trustworthiness, and the local reputation of an indi¬ 
vidual than exact financial information such as balance sheets and profit 
and loss statements, which creditors expect and are so accustomed to 
obtain today. 

In the early years of the nineteenth century, letters of reference and 
of recommendation that potential country debtors presented to wholesale 
merchants in the Eastern cities occasionally contained misleading favor¬ 
able information regarding the country trader^s locally known character. 
This subterfuge was used as a means of obtaining merchandise on credit, 
after which the debtor would silently, but none the less completely, 
vanish from the scene of action. Here was a basic reason for the need 
and the immediate success of the early specialized credit organizations 
such as The Mercantile Agency, organized in 1841 in New York City, 
and The Bradstreet Company, organized in 1849 in Cincinnati. ^ Both 
of these organizations proceeded to make independent credit investi¬ 
gations that gradually superseded the earlier general reliance on letters 
of reference and recommendation. 

Early Bank Credit without Financial Statements 

The first commercial banking institution to be organized in America 
was the Bank of North America, Philadelphia, in 1781; the second was the 
Bank of New York, New York City, in 1784; and the third was the 
Massachusetts Bank, Boston, which also obtained its charter in 1784. 
The early procedure of these banks in granting loans took little or no 
consideration of balance sheets or profit and loss statements. Potential 
borrowers were individuals or partnership business enterprises, and the 
outside means of the individual, or of the owners of partnerships, sup¬ 
ported the bank borrowings. 

The place of the modern corporation in everyday business life was not 
to be evolved for many decades. During the entire colonial period only 

* On March 1, 1933, The Mercantile Agency, then known as R. G. Dun k Co., 
acquired the business of The Bradstreet Company. Since that time The Mercantile 
Agency has operated under the corporate style of Dun & Bradstreet, Inc. 
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7 American business charters had been granted; only 11 were issued in 
the United States between 1781 and 1785, of which two were banks; 
22 were issued between 1786 and 1790, and 114 between 1791 and 1795.* 
Of the members of the New York City Chamber of Commerce in 1775, 
61 carried on their business in association with others (that is, partner¬ 
ships and associations), and 43 were independent (that is, proprietor¬ 
ships).Not one was associated with that rarity, a corporation, which 
was to make so great a change in business operations of the future. 

A loan might be granted by the Massachusetts Bank ^'upon a single 
name if secured by deposited collateral, either in the form of merchandise 
or securities; or it might be made upon personal credits of two persons of 
‘ample property.’ If the former, the loan might run for sixty days; if 
the latter, only for thirty days.”* Loans were accorded similarly by the 
Bank of North America and the Bank of New York. In these original 
practices loans were based, not on financial statements, but on an indi¬ 
vidual’s reputation for trustworthiness and a general—often a very 
general—^idea of his outside affluence. 

Accommodation and Trade Paper ,—Seth B. Hunt was employed as a 
clerk by Arthur Tappan & Co., one of the larger wholesale and retail 
dealers in dry goods in New York City, for slightly over 5 years, from 
June, 1830, to December, 1835. Late in 1835, when Hunt had failed to 
come to mutually satisfactory arrangements with Arthur Tappan regard¬ 
ing his 1836 salary, he decided to start his own business. 

In later years, writing of certain episodes in this early part of his 
business career. Hunt went on to narrate quaintly: “What was my 
surprise, one day, soon after my leaving him [Arthur Tappan], when he 
stood at my desk, looking earnestly at me, and said, ‘I thought you 
might need a bank endorser, and I came to say that we would go on your 
paper for twenty-five thousand dollars.’ Before I recovered from my 
surprise or had time to thank him, he was half way out of the store. 
The custom then was for merchants to exchange papers to use in banks.”* 
This method of borrowing, on what subsequently came to be known as 
accommodation paper, was one of the general practices for obtaining 
credit from banking institutions over a period of many decades beginning 
early in the nineteenth century. 

® Davis, Joseph Stanclifpe, Essays in the Earlier History of American Corpo¬ 
rations, Vol. II, p. 26 (Harvard University Press, Cambridge, Mass., 1917). 

^ Harrington, Virginia D., The New York Merchant on the Eve of the Revolution, 
p. 60 (Columbia University Press, New York, 1935). 

* 1784-1934, The First Nation^ Bank of Boston, p. 25 (Privately printed, Boston, 
1934); this is a brief history of its 150 years of continuous existence with emphasis 
on the early dhys of its first forebear, the Massachusetts Bank, organized in 1784. 

® Tappan, Lewis, Life of Arthur Tappan, p. 287 (Hurd & Houghton, New York, 
1870). 
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In addition to extending credit on accommodation paper, banking 
institutions also granted credit against a variety of securities, such as 
Federal and state bonds, unimproved government land immediately 
prior to the panic of 1837, merchandise, and on endorsed notes receivable 
and trade acceptances covering actual commercial transactions, which 
were known as trade paper. Audited financial statements were unknown 
at this stage of our economic Kfe, and statements signed by an owner 
or a partner in a concern were virtually unknown. Credit was widely 
and generally extended during these years on the assumed financial 
strength of the maker and the endorser of notes and trade acceptances, 
which too often was as mythical as Aesop's fables. In the country 
districts, where money was invested largely in fixed property, farm land, 
houses, farming equipment, improvements, and cattle, bank credit was 
extended more extensively on endorsed accommodation paper than in 
the cities, which were providing the headquarters for growing industrial 
and commercial establishments. In the cities, notes receivable and trade 
acceptances covering actual commercial transactions were often available 
as a basis of bank credit. 

Several decades later, James B. Forgan, while chairman of the board 
of directors of the First National Bank of Chicago, succinctly described 
how one banker made loans on accommodation paper. “ In a town where 
I was learning the business a generation ago," he wrote, ^4t was told of a 
bank president that during a long banking career he had never but once 
been known to refuse positively any loan applied for. His sole require¬ 
ment was a satisfactory endorser and if the borrower offering his note 
for discount did not comply with that condition, his uniform answer was, 
‘My friend, you will have to find another endorser.' The exception 
was in the case of an applicant for a loan who presented his note ten or 
twelve times, having each time complied with the request that he get 
another endorser until the back of the note was well-nigh covered with 
endorsements. Finally he secured an endorser whose name induced 
the president to depart from his usual formula and to say, ‘My good man, 
you had better start another note, the last name you have got on this 
one would damn anything.'" 

Subsequently, Forgan described the typically involved financial 
conditions which were created in another town, where he had obtained 
additional banking experience, as a result of the extensive use of accom¬ 
modation endorsements. “There were three banks in the town," he 
explained, “and practically all their loans were made on notes having 
two endorsers. A great depression occurred in the principal industry 
of the locality and a very considerable liquidation of bank credits became 
necessary. The banks soon found, however, that the money they had 
thus loaned had been largely invested in fixed property and that theii- 
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notes were of anyi^hing but a liquid character. The banks in many 
cases refused to renew the notes and they lay past due. They began to 
bring pressure on the makers and endorsers alike but soon awoke to the 
fact that all their borrowing customers were so involved as endorsers 
for each other that they resembled a row of bricks standing on end so 
that if one were knocked down it would fall on another until all were 
laid low.’^^ 


Figures in Early Credit Reports 

The practice of extending credit during the early days of our national 
life on the reputation of individuals among their neighbors and business 
associates for honesty, reliability, and business acumen, and on a very 
general idea regarding the wealth of an individual or a firm, is exemplified 
by the extensive reports which Thomas Wren Ward rendered to Baring 
Brothers & Company, the great English firm of merchant bankers from 
1829 to 1853, and by the credit reports of two of the early credit reporters 
for American business, Sheldon P. Church and Washington Hite. The 
confidential credit reports which Thomas Wren Ward® rendered to Baring 
Brothers & Company contained here and there, among other pertinent 
information, a definite assertion—mostly estimated—of the financial 
means, the worth, of individuals and firms. Israel Trask of Gloucester, 
for example, ^‘is represented to be a careful, smug, discreet, punctilious 
man with $40,000 property or more. . . . Charles A. Harper Co., 
Philadelphia, is worth 60,000 to 80,000 dollars. . . . William God¬ 
dard, shipowner, of Boston, ^^Safe and handsome property. Say $60,000 
upwards. . . . ’^ Henry Porter of Medford, is . economical and 

prudent—worth $30,000.'^® No balance sheets were ever obtained. 

The credit reports of Sheldon P. Church contained more gossip than 
those of Thomas W. Ward and probably somewhat fewer estimates of 
worth. Church represented quite a group of New York merchandise 
distributors, not just a single client, and to serve his clients proceeded to 
print many of his reports. Occasionally he wrote that an individual 
or a firm had means, such as William Stettinius of Petersburg, Va., 
^‘ ... is said to have $8,000 or $10,000 capital. . . . J. H. Stan- 

^ Forgan, James B., ** Evolution in Banking Thought during the Past (Generation,” 
Bulletin of the National Association of Credit Men^ Vol. XIX, No. 10, pp. 935-936, 
October, 1917. 

“ Hidy, Ralph W., “The Organization and Functions of Anglo-American Mer¬ 
chant Bankers, 1815-1860,” The Tasks of Economic History^ pp. 53-66, Dec., 1941, 
a supplemental issue of the Journal of Economic History, ^e also The Sinews of 
American Commerce, pp. 329-332, 360-366. 

• These reports are from pen-and-ink correspondence between Thomas Wren Ward 
and Baring Brothers & Company on file in the Oflftce of the Public Archives of Canada, 
Ottawa, Canada. The correspondence containing these particular reports bears 
dates during the years 1833 to 1835. 
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wood of Woodville, Miss., is worth say $20,000. . . . A. A. 

Wootten of Griffen, Ga., is thought to be worth $3,000. 

and John I. Stockard of Brockville, Miss., “ ... is worth $6,000 or 
$7,000. . . . In these reports likewise, no balance sheets were ever 
quoted. The practice simply did not exist of obtaining comprehensive 
financial information in our present-day meaning of the term. 

Washington Hite's reports were more condensed and less often had 
similar round number estimates of means. No balance sheets were 
quoted. Round figures or general estimates served the purpose of 
commerce in a day when outside means were at the risk of creditors. “ 

With the development of more systematized credit reporting by the 
organization in 1841, and the subsequent development of The Mercantile 
Agency, came the practice on the part of businessmen of making avail¬ 
able to actual and potential creditors additional financial information, 
but not detailed financial statements. The amounts represented by 
specific asset items, such as cash, receivables, stock” (that is, merchan¬ 
dise), and the extent of liabilities were rather frequently quoted in credit 
reports by the 1850's. Because of the long terms of sale, light liabilities 
were the exception and not the rule. Credit continued to be extended 
largely on the reputation for probity and general financial responsibility. 
No attempt seems to have been made to measure the amount of liabilities 
against the investment in a business. 

Although balance sheets were not made available directly or indirectly 
to actual or potential creditors over these years, that policy does not 
mean that balance sheets were not drawn up. The record books of 
colonial merchants, and of those who operated in the first half of the 
nineteenth century, in many cases do contain balance sheets. These 
financial statements were prepared by the owners of business enterprises 
for their own guidance and were considered absolutely confidential. 
They were also prepared whenever a partnership dissolved; it was quite 
customary to divide among the partners not only the assets but also 
the liabilities. 

The credit agencies were well up in the van of the practical develop¬ 
ments in the business world. In the 1870's The Mercantile Agency 
prepared and distributed its first blank soliciting a statement of assets 
and liabilities to be used in credit reports. This financial statement 
form was a very simple but practical one, containing five items in the 
assets and five in the liabilities. It seems to have been made up primarily 
for partnerships as the blank requested the Full Names of Partners, The 
explanation that accompanied this initial request for a balance sheet 

These reports are contained in a volume giving credit information on merchants 
in the West, the South, and the Southwest, 1844-1847. 

HiTn, Washington, Credit Reference Book (Bardstown, Kentucky, 1846). 
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clearly epitomized the evolution that had been going on in business 
circles: 

In responding to the inquiries made by our numerous subscribers as to the respon¬ 
sibility of parties with whom they have business transactions, we experience 
frequent perplexity from an inability to give definite information as to pecuniary 



Form 1. —Earliest known financial-statement blank used by The Mercantile Agency 
(now Dun & Bradstreet, Inc.) in the 1870’s. 

resources and indebtedness. It is true, we can give, and do give, the impressions 
prevailing upon these points, but the want of something beyond this very gen¬ 
erally necessitates a request for statements from the parties themselves. In fact, 
so nearly universal has this practice become, that many dispensers of credit 
regard a refusal to comply with it as an unfavorable indication, except in the 
cases of houses of undoubted wealth. We are well aware that it is a delicate 
matter to ask such an expos6 of private affairs, except as a safeguard in business 
transactions; but our disinterested position between buyer and seller, and the 
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knowledge that we have no purpose in asking such statements, except to enable 
us to answer the inquiries that are necessarily presented to us in the course of our 
business understandingly and intelligently, and also the fact that our responses 
are confined to those who have a legitimate and justifiable object in making such 
inquiries, will remove any objection arising from this view of the matter. The 
object of THE MERCANTILE AGENCY is not only to enable its patrons to 
avoid the hazardous and unsafe, but to strengthen their confidence where con¬ 
fidence is deserved—^in other words, to promote as well as to protect trade. A 
statement made by a person of respectability and probity carries with it much 
weight, and we are induced by these considerations to ask, from all who are 
disposed to give them, statements of their liabilities and assets, as an important 
aid to us in our business, and that these statements may be made of real use to 
us, we suggest the annexed form as one containing the essential features required. 

EVOLUTION OF UNSECURED BANK LOANS 

The typical nineteenth-century practice of commercial banking insti¬ 
tutions in extending credit primarily against two-name accommodation 
and trade paper, invariably without financial statements, continued up 
to the decade beginning with 1870. During this decade, as a matter of 
sound banking and business policy, loans were first made on single¬ 
name paper based upon the analysis of current balance sheets and profit 
and loss statements of the borrower. 

This striking evolution arose from one of the fundamental economic 
consequences of the Civil War, the depreciation of currency. The 
United States went through no such stirring currency inflation period 
as did France or Italy or Germany following the First World War, or 
as did the original thirteen colonies during the Revolutionary War, 
when ‘‘a wagonload of money would scarcely purchase a wagonload of 
provisions.'^ From 1862, however, until 1879, when specie payment was 
finally resumed, wholesale and retail transactions, the purchase of raw 
materials by manufacturing plants, the payment of wages and rents, and 
insurance premiums and policies were made in a unit of fluctuating 
monetary value. 

Changes in Mercantile Terms of Sale 

At one time during the Civil War, the value of paper money dropped to 
35 cents on the gold dollar. The constant fluctuations in the unit of 
everyday currency naturally made the extension of credit by banks and 
mercantile houses precarious. The daily fluctuating value of greenbacks 
in terms of gold, in the years following the Civil War, reversed the almost 
universal example of depreciation, and in 1879 a paper dollar again 
was exchangeable for a gold dollar. While greenbacks were fluctuating 
below par in terms of gold during and for several years after the Civil 
War, wholesale merchants were naturally unwilling to sell a bill of goods 
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on the customary 4 to 6 months’ terms, because of fear that the green¬ 
backs with which they would be paid at maturity would be worth 
materially less than at the time of tfie sale.^* The same situation had 
existed during the Revolutionary War. Uncertainty and apprehension 
have never been conducive to the use of long terms for credit. 

Under these conditions, Eastern wholesale merchants proceeded to 
shorten their terms of sale to 30 days on open account, and in some cases 
to 10 days. This evolution in mercantile terms of sale was assisted by 
the rise of a sellers’ market with the demand for merchandise greater 
than the supply, so that creditors were in an ideal position to select 
strong customers who could meet their obligations on the new shorter 
terms. A similar sellers’ market existed from 1942 to 1947, a situation 
that was widely utilized to weed out financially weak and slow-paying 
customers. In addition, merchants offered a premium in the form of 
a cash discount for early payment, instead of requiring payment by 
note or trade acceptance as had been the practice from the earliest 
of colonial days. This shift in an established business practice was, 
facilitated by the growth in the means of communication and trans¬ 
portation. Buyers could now come to market several times each year 
and order by mail or from samples carried by salesmen, instead of 
ordering their merchandise requirements once or twice each year as 
previously. Simultaneously, the banking system developed to keep 
pace with the expanding needs of local businesses. In 1860 there were 
1,492 incorporated commercial banks; in 1875, 1,937; and in 1880, 2,726. 

Rise of Single-name Paper 

This simple but expedient shortening in mercantile terms of sale brought 
about an equally revolutionary change in banking practice. It was 
under these circumstances that James Buell, president of the Importers 
and Traders National Bank of New York City, proceeded in the 1870’s 
to show his depositors the distinct advantages of borrowing funds upon 
their own credit standing and using these funds to pay for merchandise 

A typical situation, showing how the fluctuation in the gold value of paper 
money was taken into consideration by a businessman, is exemplified in a letter dated 
January 20, 1864, written to the Hon. J. Dixon Roman of the Hagerstown Bank, 
Hagerstown, Md. This letter read as follows; “Dear Sir, I was called upon to-day 
by Mr. Thos. Dixon, who informed me that you desired a bid based on paper currency 
instead of gold as has already been offered by me for the new Marble Front and Portico 
for the Hagerstown Bank. In considering the length of time it will take to complete 
the work as contemplated, and also the uncertainty of paper currency, I deem my 
bid as based on gold the safest for both parties, and therefore most respectfully 
decline contracting for the work based* entirely upon what is requested, viz; Paper 
Currency. I have the honor to remain. Yours Truly, Alex C. Pacten, Stonecutter.” 
[Baltimore, Md.] (This letter is in the archives of Dun & Bradstreet, Inc., New York.) 
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STANDARD FORM. 

NEW YORK STATE ^ANKERS’ ASSOCIATION. 


Tou. 


(AmH Arv Hu mam ^ tkt hmmimi MmUi 
For the puqxMe of procuring and establishing credit from time to time witli the above Bank for claims and 
demands against the undersigned, the undersigned furnish the following as being a true and correct stater 

ment of his or their financial statement of his or tlieir condition on the-.......day 

of—....189—, and agree tliat in case any change occurs that materially reduces 

his or thei; ability to pay all claims and demands against him or them, the undersigned will notify the 
said Bank without dday. 

In consideration of granting any credit by said Bank, the undersigned agree that in case of failure or insolvency 
on the part of the undersigned, or in the event of it appearing at any time that any of the following 
representations are untrue, or in case of the occurrence of such change as aforesaid or of failure to notify 
such change as above agreed, all or any of the claims or demands against the undersigned held by said 
Bank shall, at the option thereof, immediately become due and payable, 
further, that the exercise of or omission to exercise such option in any instance shall not waive or affect any 
other or subsequent right to exercise the same. 


Bills Receivable. Good.. 
Acco« 


I Receivable, Good... 


Bills or AccounU Receivable, due from Officen 
Merchandise, finished (How Valued... —..*1 
Merchandise, unfinished (How Valued —..l| 

Raw Material (How Valued- .. . . 

Real Esute—--- 


Machiner)’ and Piatures.. 


n 


Total -. 


LIABILITIES. 


Bills Payable for Merchandise 
Bills Payable to Own Banks . 
Bills Payable for Paper Sold ... 
Open Accounts—... 


Bonded Debt (When due. .. 

Interest on Bonded Debt..—... -. 

htortsages or Liens on Real Estate.. 

Chattel Mortgages.. 

Deposits of Moneys with us 


Total Liabilities .... 

Surplus, including undivided profits .. 


Total 


Contingent Liability. 


Accommodation Endorsements.. 

Endorsed Bills Receivable Outstanding 


Specify any of above assets or liabilities pledged as or secured by collateral, and state collateral. 


Form 2. —Statement blank for corporations used by members of the New York State 

Bankers’ Association in 1896. 


purchases on discount terms. This revolution in lending technique 
was predicated upon the borrower's giving to the banker a current 
balance sheet and such other financial information as the banker felt 
he needed to analyze the condition of the borrower. Here was the most 
radical change in banking practice since the organization of the Bank of 
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North America in 1781. Nothing could have been more simple, more 
logical, or more eventful. 

Bankers generally, however, were reluctant to follow Bueirs example. 
They lacked the credit experience, the background in gathering essential 
credit data, the ability to draw independent logical deductions on credit 
risks, and the vision of what this change would mean to banking and to 
business. To these bankers it appeared safer to continue to extend 
credit on two-name accommodation paper or trade paper, even though 
little or no exact information was available regarding the actual financial 
responsibility of either name. Finally, on February 9,1895, the executive 
council of the New York State Bankers^ Association set an example for 
the banking profession of the country by recommending to its members 
^Hhat they request borrowers of money from their respective institutions 
to give them written statements over their signatures, of their assets 
and liabilities, in such form as the Committee of Uniform Statements of 
the various groups recommend.’^ This was the first occasion on which 
the subject of a property” statement blank had been brought before 
a bankers’ convention. 

New York State was divided into nine sections geographically, and 
before July 11, 1895, when the second annual state convention was held 
at Saratoga, the bankers in all these sections had adopted uniform 
statement blanks. At this convention, it was -explained that although 
an increasing number of bankers in all parts of the state were now request¬ 
ing financial statements from borrowers, others, through fear of offending 
their customers or because of severe competition, were refraining from 
making requests for financial statements from borrowing accounts. 

The Pennsylvania Bankers’ Association, at its annual convention 
held at Pittsburgh on December 16, 1896, adopted three statement 
forms, a long and a short form for proprietorships and partnerships, and 
a slightly different form for corporations, all of which had been originated 
during the previous year and had been put to use by the bankers in 
Section 9 of New York State.^® 

At the twenty-fifth annual convention of the American Bankers’ 
Association held in Cleveland, Ohio, in September, 1899, a resolution 
was adopted providing ‘Hhat the Secretary of this Association be and 
hereby is requested to confer with the Vice-Presidents from the various 

Cannon, James G., vice-president of the Fourth National Bank, New York, 
“Uniform Statement Blanks and Credit Department Methods,** Proceedings of the 
Twerdy-fifth Annual Convention of the American Bankers* Associationy held at Cleve¬ 
land, Ohio, Sept. 6-7, 1899, p. 175 (American Bankers* Association, New York, 1899). 

Cannon, James G., “Losses from Bad Debts,** an address delivered before the 
convention of the New York State Bankers* Association, Saratoga, N.Y., July 11, 
1895. 

Proceedings of the Second Annual Convention of the Pennsylvania Bankers* Associ¬ 
ationy pp. 76-81 (Pennsylvania Bankers* Association, Philadelphia, 1897). 
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STANDARD FORM 


AMERICAN BANKERS’ ASSOCIATION 


Thi mdersiimd, for /b* purpou of procuring credit from time to time from you for the negotiable pt^ of the undersigned or 
otherwise, furnish you with the following statement, which fully and truly sets forth the fnandat condition of the 

undersigned on the ___ degi ef -!_/-- which statement you On 

consider as continuing to be full and accurate unless notice of change is given you. The undersigned agree to notify you 

promptly of any change that materially reduce the pecuniary responsibility of the undersigned. 

In consideration of the granting of such credit, the undersigned agree that if the ututersigned at any time fail or become insolvent, 
or commit an Act of Bankruptcy, or if any of the representations made below prove to be untrue, or if the undersigned fait 
to notify you of any material change as before agreed; then and in either such case all obligations of the utidersigned bdd 
by you shall immediately become due and payable without demand or notice, and the same may be charged against the 
balance of any deposit account of the undersigned with you, the undersipted hereby giving a continuing lien upon such 
balance of deposit account from time to time existing to secure alt obligations of the undersigned held by you. 


Bull Rceeinblc. fooA ow>nc by Cuitonwn- 

BiDi Riecinbic. owlnc by PvtatriM.—— 
AccounU Rteilvablc, (ood, owing by Cuitomcn.. 

Aceountl Riciit^ble. owing by ftrtncn..-- 

MiKhuidiH (How Valuel.......- 

RttI Estate btboglng to Firm—---- 

MKhlncty and FlxturM.—--..... 

l! 



Accommodation Endoncments....^. 

Endorsed BUb Rccdviblc Outitandli«.... 


Bins Payable for Merchandise... 

Bills Riyable to own Banks. 

Bills Payable for Paper Sold.. 


Deposits of Moneys with us.. 

Mortgages or Liens on Rat Estate..., 


Specify any of above assets or ItabUltIca pledged as, or aecorad by, coltatcnl, and state collateral 



Form 3.—Statement blank for partnerships presented by James G. Cannon at the 
annual convention of the American Bankers* Association, held at Cleveland, Ohio, 
Sept. 6-7. 1899. 


States, and prepare a uniform property statement blank which can 
lawfully be used in each State of the Union by the members of this 
Association, the same to be designated as the Standard Form of the 
American Bankers^ Association. , . , ” It was brought out at this 
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same convention that the National Association of Credit Men, “a large 
and powerful organization of 2,700 members, after a yearns investigation 
of this subject,^® has also adopted uniform property statement blanks,^’ 
and they were then being used.^^ By April, 1900, D. Cary Keith of the 
Geo. E. Keith Company, Campello, Mass., was able to write William 
N. Fitzgerald, chairman of the Boot and Shoe Conference at the Milwaukee 
convention of the National Association of Credit Men, that he was using 
the statement forms devised and endorsed by the association. have 
found,” he explained, *‘that by insisting on this plan of getting state¬ 
ments from our customers, we have been able to weed out many who 
are slow, and thereby have brought our losses down to a comparatively 
small amount, during the last two years. . . . 

The leader in this movement of commercial bankers to investigate 
credit risks more adequately and to base the extension of credit upon 
exact information instead of upon generalities or assumed financial 
strength was James G. Cannon, who at the time was vice-president of 
the Fourth National Bank, New York. In many of his enlightening 
addresses, which were subsequently printed in small pamphlets,^® he 
stressed over and over again the basic importance of obtaining and 
studying the exact financial statements of the potential borrower. 
“An itemized statement, provided it is correct, is to a banker what a 
map is to a traveler; it points out and makes clear things and conditions 
that would otherwise be obscure and mysterious.”^® He prophesied 

16 *<For some time past the National Association of Credit Men have had under 
consideration the forms of standard property statement blanks adapted to different 
classes of business. An exhaustive comparison has been made of blanks in use by 
different trades and leading houses throughout the country. The forms suggested 
for approval have been extensively discussed by the different local associations and 
by leading credit men in every part of the land. As a result of this work, standard 
forms have been prepared which have been generally approved by all interests, and 
these have been formally adopted and endorsed by the Board of Administration of 
the National Association of Credit Men. Uniformity in matters of this kind is 
extremely desirable, and the credit men are to be congratulated upon having devised 
forms which are so generally approved as to indicate that they will come into almost 
universal use.^' Business TopicSj p. 3, June, 1898, compiled and issued monthly by 
the Business Literature Committee of the National Association of Credit Men, 
New York. 

Proceedings of the Twenty-fifth Annual Convention of the American Bankers* 
Association^ pp. 23, 176-177. 

Business Topics^ p. 3, May, 1900. 

In addition to addresses of James G. Cannon listed elsewhere in these footnotes, 
the more important ones in which bank credit was the primary subject were; Profit 
or Loss on Bank Accounts,delivered before the American Bankers' Association, 
Baltimore, Md., 1894; “Uniform Statements,” delivered before the New York State 
Bankers' Association, 1896; “Credit, Credit Man, Creditor,” delivered before the 
National Association of Credit Managers, Toledo, Ohio, 1896; and “Individual 
Credits,” delivered before the National Association of Credit Men, Kansas City, 
Mo., 1897. 

Cannon, James G., “Losses from Bad Debts.” 
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PROPEirrV STATBMBNT BLANK 


‘' LBrce BMct* are not Blwajn nwemry to tht cnMioa oT cndit: wliat to ombI dMlrabto to. that cradtt ba to raUllva praperttoB to tha aataal 
aswia. Tha ciVar of cradit to a contrihutar af captlal, and b aea ia ai. to aaartata aaaaa, a paitaar aC Iba da b tor, aad. aa aa^ baa a paflaet right 
ta campteta ialamiatiaii at tha dablar'a eaadittoa at aU timaa.** 


ibmittoyauthafallairiatatataaMiBtaC airar 
‘T aur ftnaactol conMtkS. 
irfailuraar iaaalaaaejr. ortoai 


Par tha purpaaaafabuining cradit aav aad haraaftar far goada partbaaad.1 ar ara barawith aat 

aur raiaarcci aad liabihtiek, and I ar wa will immadiataly aatlfy )'aii af any BMtarial change in my ar _ 

In cansidaratian af yaur granting cradit ta tha underaignad 1 arwaagraa that to eaaaaf my ar aur failure ariaiateeaey. or to aaaa larva aball 
make any astigament for tha baneSt of craditara, bill af aale. mortgage ar other traaafer of my or our piaperty, or ahaU have myoroarataek 
attached, receiver appointed, or should any Judgment be antarad against me or us. then alt and every of the cto ima which yau.mayliava against 
.Tie or us shall at your option become immadlaMy due and payable, even though tha term of cradit haa not aapirad. AU gnoda hamaflar pamhaaad 
from vou shall be token to be purchased subjact to tha faragolag aonditioM aa a part af tha tarma of sale. 



Pirm^ignataro... 

hr. - 


.aBsambarot the Srm. 


Fobm 4. —Property statement blank recommended for the use of mercantile creditors by 
the National Association of Credit Men in 1906. 


that ‘‘banks will be obliged to loan more and more upon single name 
paper, which is a simple promise to pay, and in making loans of this 
character, they should certainly know what the promise to pay repre¬ 
sents, or has behind it,’’^^ implying the essential need of detailed financial 
statements. He explained how, with the use of balance sheets, he had 
discovered that certain concerns had several borrowing accounts when 

Cannon, James G., ‘‘Bank Credits,” an address delivered at the Drexel Institute, 
Philadelphia, Pa., Nov. 17, 1892. 
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he had been under the assumption they had had only one, his own bank. 
Such information was readily available by comparing the amount of cash 
on hand and outstanding loans in a balance sheet with the borrower's 
deposits at his bank and outstanding credit on the books of his bank on 
the statement date. Financial statements were becoming a medium of 
obtaining exact information, but at this early stage there was little 
thought of any analysis consisting of a study of the relationship of 
items. 

This radical change in the lending technique of commercial banks 
involved a gradual evolution in perspective and outlook, in banking 
forms, and in knowledge. Skepticism of a new principle is followed by 
toleration, and toleration by the extension of the practice. In this 
case, the change during the last quarter of the nineteenth century, so 
clearly indicated by the spread in the adoption of uniform statement 
blanks, brought about appreciation of the value of balance sheets and 
profit and loss statements, and led to the training of bankers to interpret 
these financial statements. By the turn of the century, the extension of 
loans on single-name paper had become a recognized practice of American 
commercial banking institutions, a practice unique among the banking 
systems of the world. 

The Federal Reserve Act, which became a law on December 23, 1913, 
provided for the establishment of the 12 Federal Reserve banks, and 
since November IG, 1914, these banks have been in active operation. 
In describing typical operations, the act provided that member banks 
might rediscount with the Federal Reserve banks notes, drafts, and 
bills of exchange arising out of actual commercial transactions; . . . 
the Federal Reserve Board to have the right to determine or define the 
character of the paper thus eligible for discount.’’ The Board now 
proceeded to emphasize the fundamental importance of financial state¬ 
ments to member banks in carrying on banking operations by requiring 
that ‘‘after January 15, 1915, no paper shall be discounted or purchased 
by Federal Reserve Banks that does not bear on its face the evidence 
that it is eligible for rediscount . . . and that the seller of the paper has 
given a statement to the member bank.”^^ This basic interest of the 
Federal Reserve Board was shortly to blossom out in 1917^® in a study 
entitled Uniform Accounts, which was to be the forerunner of succes¬ 
sively enlarged studies to be made by the American Institute of Account¬ 
ants setting forth the minimum requirements for the verifications of 
assets and liabilities by an acepuntant and providing for more uniform 
thoroughness in setting up financial statements. 

” Willis, H. P., The Federal Reserve System, pp. 930-934 (The Ronald Press 
Company, New York, 1923). 

Federal Reserve Bulletin, Vol. Ill, No. 4, April, 1917. 




Fobm 6.—Balance sheet form suggested by the Federal Reserve Board in 1917. 

letter, “are designed to assist member banks to assemble and maintain 
credit files relating to borrowers. Statements made on these forms will 
show clearly the relation of quick assets to current liabilities. Only 
such supplementary information is called for as seems essential to a 
full understanding of a borrower’s position. On the back of each form, 
space is provided for additional questions or records. . . . Member 
banks may prefer to use their own or other forms of statements but those 
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banks which wish to use the Federal Reserve bank forms are requested 
to advise the number of each required/^ The creation and distribution 
of these financial forms in the most concentrated business and banking 
part of our country provided one more urge toward a wider use of detailed 
financial statements. 

Early Days of Accountancy 

In the years following the example set by James Buell in granting 
credit on the financial statement of a borrower, it was diflScult to obtain 
essential financial information, even when a depositor was willing to 
cooperate by turning over his books to the banker for careful perusal. 
Few commercial or industrial business enterprises in the third and 
fourth quarters of the nineteenth century had reliable figures, even for 
the use of their own operating management. The principal exceptions 
were railroads, several of which were keeping quite complete, accurate 
records. American accountancy was in its early stages of development 
and was just beginning to make some feeble effort toward becoming 
recognized as an actual profession. If a banker had requested a busi¬ 
nessman in the latter years of the nineteenth century to have his books 
audited by an accountant, the typical businessman would innocently 
and naively have asked, ^^What is an accountant? 

When President Buell of the Importers and Traders National Bank 
was showing the partners of mercantile houses in New York City the 
desirability and profitableness of borrowing funds on their own financial 
responsibility to earn discounts on trade bills, strange as it may seem, 
there was not a single firm of public accountants in the United States 
to assist this eventful development. The earliest use of a firm name in 
accountancy in the United States seems to have been Nelson, Shepard 
& Cooke of Cincinnati in 1876, a concern that apparently was in existence 
only a year or so and that operated as a ‘‘real-estate and collection 
agency as well as accountants. The second firm was Candor & Carnes, 
listed in Cincinnati in 1881 as “expert accountants. 

In 1883, Edwin Guthrie, a receiver for a bankrupt English financial 
organization, visited the United States to ascertain the value of certain 

As early as 1786, individuals who practiced law advertised in city directories 
that they also acted as accountants. In fact this early public practice, which con¬ 
sisted of little more than making the opening entries in books of account and explain¬ 
ing bookkeeping practices from theory rather than from experience, seems to have 
been considered a minor but integral department of the legal profession. In the 
early part of the nineteenth century, teachers and authors on the subject of book¬ 
keeping occasionally sought outside engagements. See Webster, Norman £., 
Public Accountancy in the United States,^' The American Institute of Accountants^ 
Fiftieth Anniversary Celebration Volume, 1937, pp. 104-108 (American Institute of 
Accountants, New York, 1938). See also Littleton, A. C., “Directory of Early 
American Public Accountants,^* University of Illinois Bulletin^ Vol. 40, No. 8, Oct. 13, 
1942. 
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assets which the bankrupt enterprise owned here. On arrival, Guthrie 
was unable to find a public accounting firm to assist him in his investi¬ 
gations. He became acquainted with John Wylie Barrow, an actuary 
employed by the New York branches of certain British fire insurance 
companies, and out of this acquaintanceship grew the third known 
accounting firm, the first one of importance on this side of the Atlantic 
ocean. It was not until 1896 that the accounting profession was first 
legally recognized when New York State conferred the power upon the 
Regents of the University of the State of New York to grant certificates 
of qualification. Pennsylvania followed three years later in 1899, 
Maryland in 1900, and California in 1901. Similar recognition was not 
extended by the District of Columbia until 1923. 

During the early years of accountancy, the profession had no special¬ 
ized field of activity. What little business came its way, and it was very 
little, generally consisted of opening and balancing sets of books, of 
‘‘straightening out’^ books that had become charmingly “mixed up^' 
because of the inexperience of amateur bookkeepers. Some manage¬ 
ments considered the early accountant “an experienced bookkeeper and 
no more, others looked upon him as a man whose business it was to 
detect fraud, embezzlement, and stealing, and that his employment was 
of value only in this direction, while quite a few had a vague idea that he 
was merely a man of figures, a rapid and unerring calculator who could 
add up two or three columns of figures at a time, could tell you immedi¬ 
ately the square or cube foot of any given number, or say off-hand, for 
example, what one dollar put out at six per cent compound interest per 
annum at the time Columbus discovered America would amount to 
today. 

It was often feared that the employment of public accountants would 
be looked upon as evidence of “suspected fraud or irregularity, losses, 
and doubt regarding financial strength.^’ As late as 1907 investigations 
by public accountants were at times made secretly, often at night and 
on Sunday.^® The field of making audits and of verifying financial 
statements was to be developed as commercial banking institutions, 
and later mercantile creditors, began to insist upon receiving exact 
financial statements as the basis for the extension of credit, as investment 
bankers needed the verification of earnings from a qualified source 
outside the management as a basis for pricing and selling securities to 
the avid public, and as the sixteenth amendment to the Federal Con- 

Anton, James T., Recollections of the Early Days of American Accountancy^ p. 41 
(Privately printed, 1925). 

•• Montgomery, Robert H., ‘*What Have We Done, and How?^^ an address 
delivered before the 1937 convention of the American Institute of Accountants; The 
American Institute of AccountarUSy Fiftieth Anniversary Celebration Volume, 1937, p. 80 
(American Institute of Accountants, New York, 1938). 
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stitution became effective in 1913 and Congress was empowered “to 
lay and collect taxes on income, from whatever source derived/' Officials 
of business enterprises who had never realized the necessity for having a 
correct system of accounting now found themselves compelled to prepare 
statements of income and expenditures. The passage of the War 
Revenue Act of October 3, 1917, containing the first effective excess- 
profits tax, finally heightened this emphasis as nothing else could 
possibly have done. 

Tremendous progress has been made in keeping accurate records to 
compute the earnings and to record the financial condition of business 
enterprises since Edwin Guthrie made his exploratory visit to New York 
City in 1883. Typewriters have succeeded the flourishing penman, 
loose-leaf ledgers have replaced the early leather-bound volumes, and 
adding machines, the human calculator. This progress, in turn, has 
provided a fundamental basis for the rapid growth, since the turn of the 
century, in the number of corporations with distributed stock interests. 
It would have been too much to expect the public to invest in the securities 
of such widespread corporations as the American Telephone and Tele¬ 
graph Company, Cities Service Company, General Motors Corporation, 
and the Radio Corporation of America, if accountancy had not been 
developed to this point by independent public accountants. 

EXPANSION IN USE OF FINANCIAL STATEMENTS 

In 1870 there were 427,000 active manufacturing, assembling, 
converting, jobbing, wholesaling, importing, exporting, and retailing 
business enterprises in the United States. With present-day air trans¬ 
portation, streamlined diesel trains, colored photography, and photo¬ 
electric cells, the nation is ages away from the year when the fifteenth 
amendment to the Federal Constitution, extending the franchise to 
Negroes, became the law of the land. With the exception of three very 
brief periods, a somewhat longer fourth and more vital period, and a 
fifth period of unknown intensity which exists today, the number of 
active commercial and industrial business enterprises listed in the 
Reference Books*^ of The Mercantile Agency climbed quite steadily 
upward from 427,000 in 1870 to 2,640,000 in 1949. 

Growth in Number of Business Enterprises 

The first exception, a very minor one, occurred in the depression year of 
1877 when the number of active concerns listed in the Reference Book 
dropped slightly over 4 per cent, from 682,000 in 1876 to 652,000 in 

The Reference Book, published every 2 months by Dun & Bradstreet, Inc., is a 
volume of approximately 3,000 pages, containing the names of all active commercial 
and industrial business enterprises in every city, town, village, and hamlet in the 
United States, together with two symbols, one indicating the lines of business activity, 
the other the estimated financial investment and general credit worthiness. 
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1877. During the following year the number of active commercial 
and industrial concerns again started upward. With the continued 
appropriation of national resources and the most spectacular immigration 
in all history, the upward trend continued, reaching a peak of 1,193,000 
concerns in 1893, a steady increase of 16 years. 

As a result of the depression that started in 1893, the second brief 
relapse occurred and the number dropped to 1,114,000 in 1894, reacted 
moderately to 1,209,000 in 1895, and then dropped again both in 1896 
and 1897 to 1,059,000. For a period of 33 years, with the exception of 
the one year of 1918, no shrinkage occurred in the aggregate number of 
active commercial and industrial concerns. 

The First World War brought a drop from 1,733,000 to 1,708,000 
concerns in 1918, a moderate decrease of 25,000, or 1.4 per cent. In 
1919, the number expanded nominally to 1,711,000 and in 1920 to 
1,821,000, the greatest increase in any one single year in our history. 

By 1929 there were 2,213,000 concerns listed in the Reference Book of 
The Mercantile Agency, more than twice the number in active operation 
in 1894. Here was the all-time high. Then came the cyclone. The toll 
of inventory losses, heavy short- and long-term liabilities, losses from 
bad debts, top-heavy fixed assets, shrinking sales, and poor management 
brought about a long and sustained drop in the number of active com¬ 
mercial and industrial enterprise. From 1930 to 1933, inclusive, the 
number dropped successively each year, reaching 1,961,000 in 1933, an 
aggregate decrease of 11.3 per cent in 4 years. In 1934, when the outlook 
for business success and profits had begun to allow some rays of sunshine 
to penetrate the murky atmosphere, notwithstanding the vast army of 
unemployed, the number started to expand and by 1941 had reached 
2,172,000, not quite the peak of 1929. 

Between July, 1941, and July, 1944, the number of active commercial 
and industrial business enterprises dropped 317,000, from 2,172,000 
to 1,855,000. Then the trend reversed itself, the number of listings 
increasing steadily, year by year, to an all-time high record of 2,640,000 
in January^ 1949. 

This record is the most impressive surge in the growth of active 
business enterprises in all known economic history. During these 
years, millions of European immigrants settled in the towns, in the 
cities, and on virgin farming land, and a vast expansion took place in 
the number of people who became vitally interested in making a living 
or ^a fortune through the medium of the business enterprise. The 
infinite variety in the means of earning a modern livelihood is in spectacu¬ 
lar contrast to the pursuits of colonial days when agriculture, fur trading, 
shipbuilding, small retail stores, hostelries, and foreign commerce encom¬ 
passed the principal economic activities of the individual. 
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In 1870 there was one active commercial and industrial concern for 
every 91 people in the United States; in 1900 one for every 65 people; 
and by 1940 the ratio had become one for approximately every 61 people. 
It is rather surprising that accountancy had not become establi/shed 
sooner in the United States, in view of the earlier development of the 
profession in England and Scotland and the importance of business 
activity in a rapidly expanding economy. Possibly the tardiness was 
due to the fact that prior to 1883 few corporations except the railroads, 
the larger banking institutions, the express companies, and some cotton 
mills had public distribution of their stocks in the United States. Busi¬ 
ness enterprises were still closely controlled and operated. Not until 
1886 did the courts decide that a corporation was a person in the meaning 
of the ‘‘due process*^ clause of the Federal Constitution. This decision 
brought an element of unprecedented security to the existence of the 
larger corporation, or, as Thomas W. Lawson phrased it, the corporation 
became ^^ . . . a separate entity which could do all the things the indi¬ 
vidual might, and yet exist apart from the individual and independent 
of his personal dealings and comings and goings.”^® 

This picture of the expansion in the nation^s commercial and industrial 
life during the past 70 years (1) indicates the growing importance of 
the institution of the business enterprise in economic life, and (2) shows 
as clearly as possible that accountancy from 1883 onward assumed a 
place of increasing distinction in the world of business affairs. As an 
increasing percentage of business enterprises took the corporate form 
of existence in contrast to the early proprietorship and partnership forms, 
accountancy made headway.^® 

Influence of the New York Stock Exchange 

In 1880, 219 stocks of 183 corporations were listed on the New York 
Stock Exchange. These corporations consisted of 64 New York City 
banks, 81 railroads and street railway companies, 10 public utilities— 
gas and telegraph companies—and 28 industrials, mostly coal-mining 
companies and metal-mining enterprises. These were the corporations 
whose securities were the most widely held by the American public. 
Naturally there existed an implied obligation on the part of the operating 
managements of these corporations to inform security holders of their 
financial condition by issuing some sort of yearly report containing a 

** Lawsox, Thomas W., Frenzied Finance^ p. 211 (The Ridgway-Thayer Company, 
New York, 1905). 

** The growing numerical importance o( corporations in American business life is 
briefly discussed in Are You a Stockkoldert, by Alden Winthrop, pp. 253-255 (Covici, 
Friede, Inc., New York, 1937). 
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measure of financial information.*® In 1900, 377 stocks of 278 corpora¬ 
tions were listed on the Big Board; in 1910,426 stocks of 304 corporations. 

Between 1910 and 1920 the number of listed industrial issues gradually 
exceeded the railroad stocks, assuming the place of prime importance. 
By 1920 stocks were listed on the New York Stock Exchange for 268 
industrial corporations, 131 railroads, 34 New York City banks, and 
23 public utilities, for a total of 691 separate issues of stocks. Stock¬ 
holders who had furnished the funds to develop and to expand these 
enterprises became increasingly desirous, and naturally so, of having a 
disinterested and qualified accounting of funds, particularly as the 
inside activities of notorious financial speculators such as Commodore 
Cornelius Vanderbilt, Jim Fiske, Daniel Drew, and Jay Gould became 
more widely known to the public. 

The early reports to stockholders of corporations whose securities 
were listed on the New York Stock Exchange contained unaudited 
financial statements. As the number of listings on the Exchange 
increased, the New York Stock Exchange became vitally interested in 
seeing that a minimum amount of reliable information was given to 
stockholders and to the public. This development took a practical 
form in the following early rulings of the Exchange: 

1 . In 1897, the Kansas City Gas Company in its application to list $3,750,000 
first mortgage five per cent bonds, agreed to the suggestion of the New York 
Stock Exchange that the company would, “from time to time, make publication 
of its net profits, not less than twice in each year.^^ 

2. In 1898, the Glucose Sugar Refining Co., in its application to list its preferred 
and common stocks, agreed that “a detailed statement would be made public” 
in time for its annual meeting of stockholders. 

Both the above rulings were important moves .in the popularization 
of pertinent financial information. The securities exchanges in admitting 
securities for trading on their floors now felt an increasing obligation 
to provide investors with certain safeguards in the form of more compre¬ 
hensive historical and financial information, which would be available 
to the general public. Some measure of control over the corporations 

At times the implied obligations carried no weight with the management. On 
Mar. 22, 1866, for example, G. L. Gerrard, chairman of the Committee on Securities 
of the New York Stock Exchange wrote a letter to the secretary of the Delaware, 
Lackawanna & Western Railroad Co. for copies of any reports and documents it had 
issued during the years immediately preceding. The reply, signed by A. C. Odell, 
treasurer of the railroad, contained but one brief sentence, ‘^The Delaware, Lacka¬ 
wanna & Western R.R. Co. make no reports and publish no statements—^and have 
not done anything of the kind for the last five years. —Stock Exchange Procedure^ by 
Birl E. Shultz, pp. 11-12 (New York Stock Exchange Institute, 1936). It was to be 
many years before the issuance of yearly reports to stockholders would become a. 
general practice among listed corporations. 
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whose securities were listed was assumed by securities exchanges through 
their right to prescribe regulations for the listing of securities. 

No figures are available showing the number of corporations whose 
securities have been widely distributed among the public. On December 
31, 1948, however, 999 United States corporations had stocks listed on 
the New York Stock Exchange, represented by 86 railroads, 89 public 
utilities, 32 financial companies, and 792 industrial enterprises operating 
in a wide variety of fields. The listed stocks of these 999 corporations 
on that date had a market value of $65,940,180,000; the market value 
of the 792 industrials was $50,474,190,000, or 76.6 per cent of the total, 
indicating the importance which industrials, that is, manufacturers, 
miners, wholesalers, retailers, and amusement enterprises, have assumed 
in the scheme of American life. 

In 1930, J. M. B. Hoxsey, the technical assistant to the Committee 
on Stock List of the New York Stock Exchange, asked that the American 
Institute of Accountants appoint a committee to advise the Exchange 
with respect to problems of accounting and corporate reports. The 
committee that was subsequently appointed worked closely with the 
Stock Exchange. In 1933, the correspondence between the two groups 
was published, together with a standard form of auditor's report or cer¬ 
tificate which the Institute's committee had suggested and which the 
Exchange had approved. Five broad fundamental principles of account¬ 
ing, on which the Institute's committee and the Exchange agreed, were 
also included in the correspondence, clearly stating the nature of accounts 
and the purpose and limitations of independent audits. All this mate¬ 
rial, published in a pamphlet entitled Audits of Corporate AccountSy con¬ 
stitutes a historic document that has had a profound effect on financial 
and accounting practice in the United States.*^ These principles are 
outlined and discussed in Chap. XXIV. 

Securities and Exchange Commission 

The implications of accountancy have come before the public in more 
recent years as a result of the enactment of the Securities Act of 1933 
and of the Securities Exchange Act of 1934, legislation which created the 
Securities and Exchange Commission and gave it the power to obtain 
such information in such detail as the Commission might by rules and 
regulations require from registrants under these two acts, as necessary 
and appropriate in the public interest or for the protection of investors. 
Prestige was added to the accounting profession by regulations of the 
Commission to the effect that substantially every corporation (except 
railroads) with securities listed on a national security exchange and 

The American Institute of AccourdarUs, Fiftieth Anniversary Celebration VolumSy 
1937, p. 19. 



28 


BACKGROUND OF ANALYSIS 


substantially every corporation (except railroads) offering to the public 
an issue of securities in excess of $300,000 must file certified financial 
statements*® with the Securities and Exchange Commission. 

Under the law, the Securities and Exchange Commission has power 
to require balance sheets, profit and loss statements, surplus accounts, 
and supporting details, in any form, from corporations whose affairs come 
under its scrutiny. Of equally fundamental importance, the Commission 
also was given power *‘to define technical, trade, and accounting terms,*^ 
a privilege that offers untold possibilities in setting standards in the 
future. 

For many years the Commission made no attempt to utilize this 
power except in the exact delineation of the manner in which its various 
financial forms must be filled, and in the review of financial information 
filed under the two acts. In January, 1937, however, the chief accountant 
issued the first of a series of releases which has been continued up to this 
time, giving interpretations and tending to set standards of accountancy 
practice.** Most of these opinions have suggested standards in a particu¬ 
lar situation rather than determined fixed broad standards for the 
profession, but it is likely that the gradual accumulation of interpre¬ 
tations in individual situations will, in time, result in the creation of 
broad standards. 

The extensive information obtained by the Commission unfortunately 
does not carry through to the stockholder, the investor, or the speculator, 
except on the occasion of an underwriting of securities. The Commission 
may insist that in a report made to it certain items be charged to profit 
and loss and not to surplus. The management of that particular cor¬ 
poration, however, in its annual report to stockholders may present the 
information according to some other accounting policy and in such a 
condensed form that the interpretation may be materially different. 
The Securities and Exchange Commission, moreover, has no direct or 
indirect contact with the majority of corporations whose securities are 
not held by the public, the only exceptions being subsidiaries or affiliates 
of corporations whose securities are held by the public. 

On December 20, 1934, the Securities and Exchange Commission 
published Instruction Book for Form 10 to assist officials of business 
enterprises in preparing forms for the correct registration of securities. 
This instruction book has been amended eighteen times, the last amend¬ 
ment having been announced on February 2, 1939. That part of the 

** Article 2 entitled ‘‘Certification^^ in Regulation S-X (Apr. 1,1947) of the Securities 
and Exchange Commission gives the detailed qualifications of accountants who may 
certify to these financial statements, and the requirements, representations, opinions, 
and exceptions to be covered in the certificate. 

*» This series of accounting releases of the Securities and Exchange Commission 
is discussed in Chap. XXIV. 
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material in this instruction book which pertained to the form and content 
of financial statements was superseded by the somewhat more elaborate 
Regulation S-X on February 21, 1940.®* Regulation S-X has been 
amended sixteen times since its adoption. This pamphlet of 78 pages 
outlines the minimum data to be covered in preparing the balance 
sheets, profit and loss statements, and supporting schedules of registrants 
under the Securities Act of 1933, the Securities Exchange Act of 1934, 
and the Investment Company Act of 1940. 

Unaudited Financial Statements 

All financial statements that come under the scrutiny of the Securities 
and Exchange Commission and a considerable proportion of those given 
to commercial banking institutions are audited. The thousands of 
practicing certified public accountants handle their work with varying 
degrees of thoroughness and independence. Even the larger nationally 
known firms of accountants that pride themselves on the uniformly high 
character of their work have had in their employ, at times, men whose 
ability or standards in emergencies have not proved quite equal to some 
situations. However, notwithstanding unusual situations and indi¬ 
viduals, an analyst generally has a greater feeling of confidence and 
reassurance when studying financial statements that bear the imprint of 
an independent certified public accountant. 

The greater proportion of all financial statements made available for 
mercantile credit are unaudited, and many of these statements are 
estimated. This condition is a natural one because of the fact that 
smaller business enterprises lack the means to utilize the services of 
certified public accountants and about 80 per cent of all active commercial 
and industrial business enterprises have a tangible net worth of $10,000 
or less. Unaudited financial statements range from ultraconservative 
to highly exaggerated, overoptimistic valuations, from highly condensed 
to very detailed figures. In other words, there are balance sheets and 
balance sheets, but one and all come under the eye of some analyst at 
some time. 

PHILOSOPHY OF NUMBERS 

Accounting is the language of finance. It is the means of recording 
through Arabic numerals the forces and values that represent everyday 
business transactions. By its very nature, accounting adapts itself to 
business procedure and to business policy, not business procedure or 
policy to accounting. No decision concerning operating policies of a 
commercial or industrial business enterprise can be made and carried 
out that will not be reflected in figures. That is why we live in a world 

** The most recent copy of Regulation S-X was printed on Apr. 1, 1947. 
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of mathematics, why Arabic figures have become so tremendously 
important in a modern business civilization based upon competition, 
the profit economy, and perhaps some growing degree of national capi¬ 
talism. The figures of a business enterprise are always and without 
exception the exact reflection of management operating policies or lack 
of operating policies. Here is the resurrection of the philosophy of 
Pythagoras, which applies more to the business civilization of today 
than it did 500 years before Christ when Pythagoras flourished on the 
shores of the Mediterranean Sea. 

The analysis of financial statements is one more step in the art of 
becoming ever more efficient. Lin Yutang has delightfully explained, 
^^It is evident . . . that the Chinese as a nation are more philosophic 
than efficient, ... no nation could have survived the high blood pres¬ 
sure of an efficient life for four thousand years. Four thousand years 
of efficient living would ruin any nation.”®^ Perhaps even in China, 
accountancy will in time bring an unprecedented element of efficiency 
into the daily life of industry and commerce. 

THEORY AND PROBLEMS 

1. Describe, with supporting reasons, the importance or the lack of importance of 
financial statements (a) in the extension of mercantile credit during the colonial 
period, (6) in the extension of mercantile credit and bank credit during the early 
years of the United States, and (c) in the early credit reports. 

2. Wliy did mercantile terms of sales change radically during the Civil War? 

3. ITow did the changes in terms of sales bring about a subsequent evolution in the 
form of bank credit instruments and the need for financial statements? 

4. Explain why and how the rise and expansion of the corporate form of business 
organization affected the public use of financial statements. 

5. The bankers of what state were the first to recommend the use of a financial state¬ 
ment, then known as a property^' statement blank, as a basis for the extension of 
credit? When? 

6. Who was the leader in this bank movement to base the extension of bank credit 
on actual financial knowledge and not on generalities? 

7. Describe the early difficulties in the establishment of the accounting profession. 

8 . Why should (a) the New York Stock Exchange and (b) the Securities and Excha'!::c 
Commission be interested in standards of accountancy? 

9. Why are unaudited as well as audited financial statements important? 

Lin Yutang, The Importance of Living , p. 3 (The John Day Company, New 
York, 1937). 
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VIEWPOINTS TOWARD ANALYSES 

Strange coincidences take place every day in the world of business, 
just as naturally as in the novels of Balzac and Dickens, Kenneth Roberts 
and John Steinbeck. Recently, four persons interested in an analysis of 
the annual figures of the Folding Carton Corporation discussed them 
with the author, each from a different viewpoint, and all within the 
short period of 1 month. 

The Folding Carton Corporation is an established enterprise, with 
substantial capital, engaged in producing and marketing a widely used, 
patented folding carton. The four individuals were a mercantile credit 
manager, a commercial banker, a stockholder, and a member of the 
operating staff, the treasurer. What did each of these individuals 
consciously see and understand when he studied the financial statements 
of this corporation? What did one see that the others failed to recognize? 
Were their viewpoints divergent or were their analyses, although 
inherently qualified by experience and knowledge, fundamentally the 
same? How competent was each one to analyze these figures? Let 
us see. 


ANALYSIS BY THE MERCANTILE CREDIT MANAGER 

The first of the four to present this interesting business situation 
was the credit manager of a creditor corporation engaged in producing 
kraft paperboard that was sold extensively to manufacturers of cartons 
and containers. The Folding Carton Corporation had been an active 
buyer of this particular kraft paper for the past 8 years. Kraft paper is 
customarily sold on terms of 1 per cent discount in 10 days, net 30 
days. Payments made by the Folding Carton Corporation for its 
purchases from this concern over the 8 years had run from strictly 
prompt to 60 days slow. The discount of 1 per cent had rarely been 
taken. At the time, payments were running about 20 days slow. The 
credit manager had set a line of $100,000 for the account; in view of the 
current slowness he was anxious to discuss his interpretation of the case 
with someone outside his own industry. Was credit of $100,000 too 
high, should it be reduced moderately or substantially, or should the 
line of credit be completely eliminated? There was no question of 
extending greater credit! 
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Basis of Line of Credit 

It was early in March when the credit manager of the kralt-paperboard 
manufacturer dropped in to review the ‘^case.” The annual report to 
the stockholders of the Folding Carton Corporation as of the preceding 
December 31 had arrived that very morning. The financial statements 
in that corporate report were also new to the credit man, as he had not 
seen the report. 

The existing credit line of $100,000 had been in force approximately 
3 years. It had been confirmed each successive year, based partly 
upon the favorable experience with the account even though payments 
had been more than occasionally slow, and partly upon a yearly review 
of the financial statements. The last balance sheet that the credit 
manager had studied was now 1434 months old. These figures appear 
in the column marked B in the comparative tabulation shown in Schedule 
1 on page 37. 

At the end of year 5, the corporation had a tangible net worth of 
$1,643,453, of which $1,523,720 was represented by the investments in 
real estate, plants, machinery, and equipment, net after accumulated 
depreciation. The concern was certainly a representative business enter¬ 
prise. The current assets totaled $769,603 and the current liabilities 
$560,063, leaving a net working capital of $209,540. In addition to the 
current liabilities, there was outstanding $732,670 of 6 per cent debentures, 
due 12 years in the future. A loss of $161,446 has been assumed on 
operations for the year. All in all, the financial picture was not 
exactly bright. As will be shown in later chapters, the investment in 
fixed assets was obviously top-heavy, the net working capital was light, 
and the funded debt was excessive for sound operations. However, in 
view of the fact that the account had been a profitable and a steady 
customer of the kraft-paperboard manufacturer for a number of years, 
the credit manager had decided to continue the established line of credit. 

Review of Current Figures 

Here was the current corporate report to stockholders containing the 
recent fiscal figures. .What did they show? What changes had taken 
place in the financial picture during the intervening 12 months? Sb 
that the changes in the various items in the assets and liabilities from 
one year to another could be readily observed, the current figures were 
posted in column A on the comparative statement blank, beside the 
figures for the two preceding years. 

It was now clearly evident from a casual glance at these comparative 
figures that a material improvement in the financial condition of the 
corporation had taken place during the preceding year. Net profits 
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after all taxes had amounted to $200,614 and had been kept entirely in 
the business. No dividends had been declared or paid. The current 
assets had increased from $769,603 to $852,960, and the current liabilities 
had been reduced from $560,063 to $390,891, providing a splendid increase 
in the net working capital to $462,069. The outstanding 6 per cent 
debentures showed a nominal decrease. 

After this very brief and incomplete review of the comparative 
figures, the mercantile credit manager felt quite reassured. If the 
corporation had been entitled to a credit line of $100,000 on the figures 
that were now 143^ months old, the business was surely* entitled to at 
least the same line of credit on the basis of the improvement made during 
the past year and on the change from an operating loss of $161,446 to a 
net profit of $200,614 between the 2 years. The credit manager was, of 
course, assuming that his decision of a year ago had been sound, which 
might or might not have been the case. This brief study of the figures 
strengthened his confidence in his earlier judgment, and he went on 
his way with a light heart, completely reassured. 

Desirability of Supplementary Information 

Any thorough analysis of the fiscal figures for year A would certainly 
have involved an attempt to obtain additional essential information. 
The interpretation of the credit manager, as far as it went, was super¬ 
ficially reasonable; it certainly skimmed the surface. He had made 
no attempt to apply the X ray and get beneath the surface. No blood 
count had been made. No blood pressure had been taken. A great 
deal of vital information was needed for a basic understanding of the 
financial condition of this enterprise; that information, if obtained, would 
then need to be carefully studied and analyzed. For example, in spite 
of the top-heavy investment in real estate, plants, machinery, and 
equipment, additional funds had been invested in these assets during the 
past year. Normally during the year the valuation would have declined 
to the extent of the depreciation charges less capital funds spent for 
nominal improvements. The net depreciated value of these fixed 
assets, however, had actually expanded from $1,523,720 to $1,664,880. 
What policy had motivated this change? Such information might well 
have a vital bearing upon the analysis of the figures. 

Did the plans of the operating management include any addi¬ 
tional expansion in fixed assets during the current year? If not, that 
was fine. If such expansion was planned, why was it contemplated in 
the light of the still strained financial condition, and could it be post¬ 
poned? If it could not be postponed, how large a fund would be involved 
in carrying out the unfinished expansion program? This information 
was vital for a sound analysis of this corporation. 
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Miscellaneous receivables, which had been carried at $219,708 in 
year C and at $190,430 in year 5, had been reduced during the last 
fiscal year to $23,629. What did this item represent on each of these 
balance sheets, and what was the explanation of this very desirable and 
expedient decrease? Were any substantial loans contemplated which 
might again increase the miscellaneous receivables unduly? Could any 
additional portion of the receivables due from officers and directors, 
carried at the not very insignificant figure of $395,889 in year A, be 
collected during the current year? Here were fundamental questions to 
be answered as a basis for any sound interpretation of the figures. 

The careful analysis of balance sheets often involves a clear knowledge 
and understanding of the financial policies of the operating management, 
as these policies may result in rapid and radical changes in the financial 
condition of a business enterprise. These matters were of little interest to 
the credit manager. If he had considered them of sufficient importance, 
he would have requested explanations from the treasurer of the debtor 
corporation. In some cases the information would have been freely 
given. In other cases it would not have been made available. If the 
information had not been given, that very policy would then have had 
to be evaluated by itself as a favorable or an unfavorable piece of infor¬ 
mation. What reason could a management have not to answer such 
reasonable questions fully, especially to a large creditor? Absolutely 
none. 

ANALYSIS BY THE COMMERCIAL BANKER 

This manufacturer of patented folding cartons maintained depository 
accounts and obtained credit from three commercial banking institutions. 
The respective lines of credit granted by these three banks ranged from 
$200,000 to $300,000. The experienced lending officer of a commercial 
banking institution operates in a somewhat different manner from the 
credit manager of a commercial or industrial concern. He handles a 
much smaller number of accounts. The importance of these accounts, 
the fact that the banker is rarely very pressed for time, and the fact 
that he invariably insists upon obtaining more complete information 
over the years, have resulted in a technique whereby he generally secures 
comprehensive information to assist him in analyzing his accounts. 
This effective policy on the part of bankers has evolved over the years 
since James G. Cannon in 1895 remarked that a large number of bankers 
‘‘through fear of offending their customers, or because of severe com¬ 
petition, . . . have refrained from requesting the information, when 
they were clearly entitled to receive it.”^ Such days of the mauve 
decade have long since passed. 

^ Cannon, James G., '^Losses from Bad Debts,” an address delivered before the 
convention of New York State Bankers’ Association, Saratoga, N.Y., July 11, 1895. 
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Two weeks after the interesting visit from the credit manager of 
the kraft-paperboard manufacturer, a vice-president of one of the three 
depository banks met with the author to examine the financial condition 
of the Folding Carton Corporation from the viewpoint of the lending 
banker. His viewpoint was somewhat more fundamental than that of 
the mercantile credit manager. Instead of the rather concise annual 
corporate report to stockholders, which had contained only the balance 
sheet and a very condensed profit and loss statement, the banker had 
obtained the complete audit, a report about inch thick consisting of 
46 pages, with full supporting information for every item in the balance 
sheet, a detailed profit and loss statement, and a full reconciliation of 
surplus. The questions outlined in the preceding paragraphs, which had 
seemed to be of little or of no casual passing interest to the credit manager 
in analyzing the figures, had been of such considerable importance to the 
banker that he had already discussed them fully with the treasurer of 
the corporation. This is what he had learned: 

Analysis in the Light of Supplementary Information 

The increase during the year from $1,523,720 to $1,654,880 in the net 
depreciated value of the real estate, plants, and equipment had resulted 
from extensive expenditures to bring the plants to a state of reasonable 
competitive efficiency. That program was only partially completed. 
Approximately $200,000 more would have to be expended during the 
current year to finish this program. From a long-term viewpoint, the 
plans were undoubtedly logical but such expenditures would certainly 
result in an added financial strain for several years. The management 
had fallen down in the years immediately preceding by not keeping the 
plants up to operating par by moderate expenditures each year. This 
growing problem had passed unnoticed until operating costs higher than 
competitors^ had brought the sudden realization of basic past errors. 

The decrease in the miscellaneous receivables from $190,430 to 
$23,629 during the year had resulted primarily from the anticipation in 
the receipt of $150,000 from a concern to which a Pacific coast plant 
had been sold 6 years earlier. According to the original terms of sale, 
the purchase price of this plant was to have been liquidated by annual 
payments of $10,000 each year for 9 years, and the balance of $125,000 
at the end of the tenth year, with interest at the rate of 4 per cent per 
annum on the unpaid balance. The entire unpaid balance of $150,000 
had been liquidated during the past year, when a reduction of $5,000 
had been offered for an immediate settlement. 

The substantial receivables due from officers and directors repre¬ 
sented friendly loans that should never have been made. Of the $395,889 
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outstanding at the end of year Ay $350,000 had been borrowed by the four 
executive officers 8 years ago to purchase control of a neighboring 
concern engaged in manufacturing electrical specialties such as fans, 
motors, and switches. This corporation had become bankrupt 4 years 
ago and in the interim had been operated by a receiver. To all intents 
and purposes, the $350,000 had “gone with the wind.'' When, if ever, 
and how it would be repaid was a deep mystery. This item, the banker 
was informed by the treasurer of the corporation, would not be increased 
under any circumstances during the current fiscal year, and would be 
decreased only nominally, if at all. 

The fixed assets and the miscellaneous receivables were the two items 
in the comparative balance sheets that had changed substantially during 
the last fiscal year. With full information at his disposal as a result of 
these pertinent explanations, the banker was in a quandary. He had 
been following all developments in the business closely, as any involved 
program that reduced the net working capital would metamorphose into 
a serious situation with all bank loans frozen. Such a condition could 
materialize from operating losses or from relatively heavy expenditures 
for fixed assets. N o chance could be taken on any decrease in net working 
capital. Here was a basic possibility that apparently had not occurred 
to the mercantile credit manager. 

Bank loans had been granted for several years on the note of the 
corporation guaranteed by the four officers and the six other directors. 
This guaranty added moral but no material financial responsibility. 
In view of the added financial strain that would result in the further 
expenditure of $200,000 to fulfill the renovation plan, the banker had 
begun to feel from his analysis that, if he was going to support the 
management during the very crucial period of the next few years, he 
should be additionally protected by any available security. If profits 
were earned to cover the cost of the renovation program while the 
program was being carried out, the first hurdle would be passed. If 
losses were assumed, the story would be very different. 

The existing bank loans could not possibly be liquidated, even during 
the low point of seasonal operations, and some moderate increase in the 
loans might be needed during the peak season of the current year. In 
the light of this discussion, the banker now decided that it would be 
necessary for him to obtain and to study monthly budgeted figures, 
including monthly balance sheets forecast through each month of the 
current fiscal year, to ascertain the progressive changed conditions 
which would result from the contemplated program and the possible need 
for greater bank support. If aggregate bank loans in excess of $600,000 
would be required during the year, probably a field warehousing arrange¬ 
ment should be set up and the warehouse receipts pledged as additional 
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Folding Carton Corporation [Schedule 1] 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(4) 

One .Year 
Ago 

Assets 

Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets . 

$ 53,558 

32,587 
239,957 
610,810 
$ 936,912 

$ 141,224 
28,642 
193,293 
406,444 
$ 769,603 

$ 158,596 
43,601 
227,604 
423,159 
$ 852,960 

Plants and Equipment, Net. 

Miscellaneous Receivables. 

Due from Officers and Directors. 

Prepaid Expenses. 

Treasury Stock. 

Good Will. 

1,609,200 

219,708 

446,374 

24,466 

9,400 

1 

1,523,720 

190,430 

429,289 

23,144 

9,400 

1 

1,654,880 
23,629 
395,889 
25,302 
19,400 
. 1 

Total. 

$3,246,061 

$2,945,587 

$2,972,061 

Liabilities 




Due to Banks. 

Accounts Payable. 

Accruals. 

Reserve for Federal Taxes. 

Interest Accrued. 

Cur. Maturity 6 % Debentures... 
Current Liabilities . 

$ 370,000 
197,610 
41,559 
22,792 
45,400 
10,000 
$ 687,361 

$ 275,000 
133,938 
74,994 
23,111 
43,020 
10,000 
$ 560,063 

$ 120,000 
105,214 
63,096 
49,861 
42,720 
10,000 
$ 390,891 

6 % Debentures. 

744,400 

732,670 

727,302 

Total Liabilities . 

$1,431,761 

$1,292,733 

$1,118,193 

5 % Cumulative Preferred Stock. 

Common Stock. 

Earned Surplus. 

Total. 

372,300 

614,900 

827,100 

$3,246,061 

372,300 

614,900 

665,654 

$2,945,587 

372,700 

614,900 

866,268 

$2,972,061 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$ 249,551 
1.36 
$1,804,899 

$ 209,540 
1.37 
$1,643,453 

$ 462,069 
2.18 
$1,834,467 

Net Sales. 

Net Profits. 

Dividends. 

$3,212,164 

{L)136,662 

None 

$2,846,978 

iL)161,44e 

None 

$3,177,128 

200,614 

None 


security to the banks. The banker would know better after he had 
obtained and studied the budgeted figures. 

ANALYSIS BY THE STOCKHOLDER 

Two days later, while commuting on the train in the evening, a 
neighbor of the author sat down beside him. After glancing hastily at 
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the headlines of his newspaper, he put it aside and took an annual 
corporate report from his pocket. That report had been issued by the 
same manufacturer of patented folding cartons; it was the same corporate 
report that had been studied some time earlier with the mercantile 
credit manager. The neighbor explained that he owned 100 shares of 
common stock in the corporation, which he had purchased 6 years ago 
at $18 per share and which was now selling at $10 per share. When he 
had purchased the stock, quarterly dividends of 25 cents per share were 
being paid, but during the last 4 years no dividends whatsoever had been 
disbursed. Dividend arrears were even accruing on the moderate 
amount of outstanding 5 per cent cumulative preferred stock. As a 
stockholder, and a not very experienced financial analyst, he had been 
studying the figures in the report to determine whether he should con¬ 
tinue to hold or sell the stock. 

Interest Concentrated on Earnings 

In the rather hurried manner so typical of the commuting stockholder 
he scarcely glanced at the pages containing the balance sheet and the 
message to stockholders signed by the president, concentrating his 
attention on the study of the final figures in the profit and loss statement, 
the amount of the net profit for the year. This financial statement 
disclosed a final net profit, after all charges including taxes, of $200,614, 
or $1.47 per share after deducting the dividend requirements on the 
outstanding 5 per cent cumulative preferred stock. This showing was 
quite impressive, especially when compared with the loss of $1.46 per 
share of common stock that had been sustained in year B, and the loss of 
$1.25 per share for year C. This friend now asked if it wouldn^t be 
worth while to hold such a stock, as the trend from a loss of $1.46 per 
share to a net profit of $1.47 per share was certainly in the right direction. 
“Moreover,” he added, “the stock is now selling at less than eight times 
earnings,” in a voice as though that fact confirmed his assertion. Then, 
in a more open-minded manner, he asked, “Have you ever heard of the 
Folding Carton Corporation?” 

I am no E. H. Harriman, William Rockefeller, or Mike Meehan! 
What a security will bring in the market at some time in the future is a 
mystery that has defied the analysis and intelligence of all except a few 
insiders, since the days when the agreement that organized the New 
York Stock Exchange was signed beneath the buttonwood tree in 1792. 
Fortunately, although there was no categorical answer to the query, 
the important changes that had taken place in the balance sheet during 
the preceding fiscal year could be described; he could be told that the 
financial condition, although somewhat improved, was still noticeably 
unbalanced, that the program for bringing all plants to competitive 
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efficiency would strain the financial condition more during the present 
year but improve the possibilities of earning larger profits sometime in 
the future. All this, however, was on the assumption that the corpo¬ 
ration would not become financially involved in the meantime. From 
this brief but pointed description of what was going on, the investing 
neighbor would have to draw his own conclusions. The problem of 
analysis was a considerably more complicated matter than a superficial 
comparison of net earnings or losses from one year to another. * 

Absence of Analysis of Financial Statements 

Too many stockholders, investors, and speculators unfortunately analyze 
figures in this rapid and rather irrelevant manner. If they own or 
contemplate the purchase of bonds or debentures, they are primarily, 
and often solely, interested in ascertaining how many times the interest 
requirement is earned; if they own or contemplate the purchase of 
stocks, they are largely interested in learning what the earnings are per 
share on the various issues of outstanding stock. Whether the financial 

* Net profits of business enterprises from one year to another are not the absolute 
figures which the layman is prone to consider them. George O. May explained the 
relativity of this net profit figure that appears in audited reports in a lecture ‘‘The 
Accountant and the Investor,” given at Northwestern University, Chicago, Ill., on 
Jan. 11, 1932: “In the case of the annual report the primary responsibility for the 
financial statements submitted to shareholders rests with the officers and directors, 
and the function of the accountant is to advise the shareholders whether, in his 
opinion, the statements so submitted fairly present the position of the company and 
the results of its operations. The investor has the right to assume that the figures, 
let us say, of earnings, presented by an accountant in a prospectus represent the 
accountant's own best judgment of the results for the period which they cover. In 
the case of similar figures appearing in the annual report of a corporation, not quite 
the same assumption can properly be made. In that case, the figures should repre¬ 
sent the best judgment of the officers and the directors—a judgment, however, which 
the auditor either concurs in or regards as being within the reasonable limits of a 
legitimate difference of opinion, unless the contrary is indicated by his certificate. . . . 
Often, perhaps usually, the accounts presented in an annual report are the results of 
discussion between the officers or directors of the corporation and its independent 
auditors, and represent their combined judgment. But the representatives of the 
corporation, on the one hand, and the accountant, on the other, may not entirely 
agree, and in such a case the accountant can properly accept the judgment of the 
corporation's representatives if he is satisfied that it is honestly formed and inherently 
reasonable. Suppose, for instance, the question to be what provision for depreciation 
be required; and suppose that the directors, if left to themselves, would consider a 
provision of $50,000 as adequate, while the auditor would favor the provision of 
from $80,000 to $100,000. The directors may agree to provide $70,000 if thereby 
they can secure the auditor's unqualified certificate to the accounts. For the pur¬ 
poses of an annual report, the auditor would be quite justified in accepting this solu¬ 
tion, perhaps saying in his certificate that the provision made is reasonable. But if 
he were preparing figures for a prospectus, the sole responsibility for which would be 
his, he would be bound to give expression to his own final judgment, though in reaching 
that judgment he would naturally give full consideration to the views of the company's 
representatives.” May, George 0., Twenty-five Years of Accounting Responsibility, 
1911-1936, Vol. I, pp. 6-7 (American Institute Publishing Co., Inc., New York, 1936). 
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condition of the corporation is healthy, unhealthy, or affected by a touch 
of jaundice—a situation which the mercantile credit manager and the 
banker investigate in various manners and in widely different degrees of 
individual thoroughness—^is too rarely of real interest. Occasionally 
corporations, even though their figures show yearly earnings, simul¬ 
taneously are headed downhill for the crash of bankruptcy. This fact is 
often recognized by a little more fundamental analysis of the relation¬ 
ship between strategic items in comparative yearly balance sheets. 

It is the unusual annual report to stockholders that contains sufficient 
information for a comprehensive financial analysis. That is why wide¬ 
awake creditors require more basic supplementary information. The 
thoroughgoing technique of the banker in obtaining this information 
particularly exemplifies the care used in a complete analysis. The need 
for this essential information never entered the head of the stockholder. 
He was too inexperienced, too much an amateur in the game of utilizing 
figures to the greatest possible advantage, to understand their limitations 
and their inadequacies. 

ANALYSIS BY THE TREASURER 

Finally, to make this coincidence complete, after a week had passed 
the treasurer of the Folding Carton Corporation came in. He had 
absolutely no idea that the author was familiar with his business. He 
came in to discuss the practicability of his long-term financial program 
for placing the corporation in a gradually but steadily improving financial 
condition. Here was a person who was in a position different from that 
of any of the other three men who had explored the affairs of this enter¬ 
prise, each in his individual way; the treasurer had the maximum amount 
of operating, financial, and supplementary information. 

The credit manager, who should have sought more facts, had very 
limited information; the lending banker had obtained full details on 
those particular points that had seemed essential to him when analyzing 
the figures; the stockholder had failed to take advantage of even the 
limited amount of available information and had not given even a passing 
thought to obtaining the additional facts necessary to draw reasonable 
conclusions from the available figures. The treasurer, with the full 
information, was making a basic analysis to determine financial policies. 
Was the business in satisfactory financial shape? If not, why not, and 
what should be done about it? If the business was in satisfactory 
financial shape, what policies should be set in motion that would improve 
even that condition? His interest was all from the long-term viewpoint 
of obtaining the maximum of net profits over the years, not the maximum 
of immediate profits, the shortsighted policy that has been the ruin of 
untold thousands of business enterprises. 
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The treasurer was forty-six years of age, sincere, hard-working, 
conscientious, and capable. His entire business career had been spent 
with this corporation. He had entered its employ when he had gradu¬ 
ated from college 24 years ago and here he had remained, gradually 
receiving increased responsibilities as he had grown with the business. 
For 6 years he had held his present office. Although the treasurer was 
most conscientious, this background of many years of experience had 
not of necessity trained him to meet all the problems with which he might 
be confronted. He was faced with decisions on problems that he had 
never had occasion to study. 

By now the financial background of this particular corporation was 
quite familiar to the author, who listened while the treasurer outlined 
what was on his mind. The analysis in this case was not difficult, but 
sometimes it is hard to present the basic conclusions of an analysis to a 
businessman, even to a treasurer, who often has preconceived ideas 
based upon rarefied generalities rather than on experience or genuine 
knowledge. To crystallize the situation, the visitor was asked what 
proportion of the tangible net worth of a manufacturer of paper cartons 
should normally be invested in fixed assets, that is, in the net depreci¬ 
ated value of real estate, buildings, machinery, and equipment. After 
a moment or two of cogitation he pointed to the item of $1,654,880 in 
the balance sheet of year A and explained that the. management had 
plans to spend $200,000 more to bring the plants to top efficiency during 
the current year; that would make a total of approximately $1,850,000, 
which he believed was necessary for proper operations. That was 
not a direct answer. The question called for a normative answer; the 
reply was nothing but a statement of the existing and the contemplated 
conditions in this particular enterprise. 

Fixed Assets Heavy 

The last fiscal balance sheet showed a tangible net worth of $1,834,467. 
This figure represented the sum of the outstanding 5 per cent cumulative 
preferred stock carried at $372,700, the common stock of $614,900, and 
the earned surplus of $866,268, less the two intangible items in the 
assets, treasury stock carried at $19,400 and good will at $1. When the 
reconditioning program was completed the corporation, if operations 
in the meantime had been conducted on a break-even basis, would have 
slightly more than its entire tangible net worth invested in fixed assets. 
That was certainly an excessive proportion, as the typical concern in this 
field has only 50 per cent of its tangible net worth invested in fixed assets, 
and in many cases the proportion is below 33J^ per cent. Here was the 
basic trouble with this corporation. The center of gravity was too high. 
The plant investment to allow a normally healthy financial condition for 



42 


BACKGROUND OF ANALYSIS 


a corporation of this size should have been in the neighborhood of $920,- 
000. The actual investment in fixed assets was top-heavy and, according 
to plans which were being carried out, the investment in these assets was 
going higher. 

Funded Debt Heavy 

A mistaken policy of expansion had been pursued 8 or 10 years ago when 
the last plant had been erected. Sufficient funds had not been invested 
in the corporation at that time to support such an expansion program; 
as a result, the business had been continuously cramped for net working 
capital. In fact, there would have been no net working capital over the 
years if there had not happened to be outstanding an issue of 6 per cent 
debentures, which amount to $727,302 on the last fiscal balance sheet. 
As will be shown later, the financial condition of commercial and industrial 
concerns is extended when the net working capital is less than the 
amount of any outstanding funded debt. At the end of year A, the net 
working capital at $462,069 was 36.5 per cent less than the amount of 
the outstanding 6 per cent debentures. 

Net Working Capital Light 

Under the existing program of expansion, an increased volume of business 
would need to be obtained to keep the machinery in full operation. An 
increased volume of sales would necessitate the carrying of larger raw- 
material inventories and larger receivables which, in turn, would mean 
more borrowings, if possible, from depository banks. In the meantime 
the net working capital would shrink to the difference between the addi¬ 
tional $200,000 to be put into fixed assets and any net profits earned 
during the year plus depreciation. In other words, the financial condi¬ 
tion was going to become more strained during the next year or two under 
the contemplated program, rather than less strained. 

Alternative Policies for the Management 

The management was gambling on the future. If net profits were earned, 
the funds would need to be kept in the business for many years to improve 
the condition gradually; no dividends could be declared to stockholders 
under a sound financial policy. Net profits, however, were not assured, 
as the profit and loss account would be overburdened from a competitive 
viewpoint with depreciation charges on the top-heavy investment in 
plants and equipment, and with the substantial interest charges on the 
outstanding debentures. In other words, most competitors would be 
operating with smaller depreciation charges and with no interest costs on 
funded debt. If little or no profits were earned to reduce the bank debt, 
the bankers might feel that it would be necessary to take hold, that is. 
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to put new management in the enterprise for the express purpose of 
liquidating the bank debt in any and every possible manner. Moreover 
there was a distinct possibility that with increasing loans necessary 
during the current season, the banks might insist on additional collateral 
to protect their loans. The outlook was quite clouded. 

As these matters were considered step by step, the treasurer clearly 
understood the reasoning in this analysis. The receivables were in good 
shape, the inventory had been kept down to the lowest possible level, 
and the current liabilities fluctuated primarily with the amount of bank 
borrowings. The fundamental problems of this business could be traced 
to the single policy of overexpansion with insufficient capital funds, 
which had occurred 8 years or so ago. 

It now became a matter of deciding upon the policy for the immediate 
future. What could be done, if anything, to ease the situation? Four 
different policies could be followed. First, an attempt might be made to 
raise at least $400,000 additional capital from the stockholders to be 
invested in the business and be represented by some type of prior pre¬ 
ferred stock. Second, an attempt might be made to sell one of the plants, 
and any cash funds obtained in this manner could be used to increase 
the net working capital. Third, the present policy of renovation, 
involving the additional cost of $200,000, could be immediately dis¬ 
continued. Fourth, the present management policy of bringing the 
plants up to the minute could be carried out with the full knowledge that 
such a policy was gambling on the future and that the business might 
become bankrupt if a high level of sales was not obtained at a profit during 
this period. 

RECAPITULATION 

This problem illustrates how four men in possession of varying 
amounts of information analyze the annual financial statements of the 
same business enterprise, each from a somewhat different viewpoint, and 
each with a different background of financial knowledge and experience. 
The treasurer, with complete information at his disposal, was trying to 
make the most fundamental analysis. Many men in similar positions 
have lacked adequate knowledge and qualified experience to arrive at 
sound conclusions based upon the logical analysis of figures. This 
particular treasurer was interested in determining the policies that would 
improve, if possible, the financial condition of his corporation in the long 
run. The banker, in his analysis, was interested in ascertaining whether 
his extension of short-term credit was fundamentally sound, whether it 
was adequately secured, and whether any changes might take place in 
the condition of the business during the current year that might jeopardize 
the soundness of his loan. The mercantile credit manager, who in this 
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particular case was somewhat less thorough, was interested in continuing 
his line of credit, but with no undue risk of loss. The stockholder, with 
no information at his disposal except the annual corporate report to 
stockholders, lacked the background to make any real analysis. If 
his interest had been substantial, a condition that occurs whenever 
control of a business enterprise is purchased, the analysis would have been 
made on the basis that the investment would be a continuing one for a 
number of years. Such a viewpoint would have been similar to that of 
the treasurer who was concerned both with earnings and financial 
strength. 

A fundamental analysis of the financial statements from the view¬ 
point of the treasurer would have served the banker, the mercantile 
credit manager, and the stockholder, but rarely do these individuals 
have the complete information at their disposal to make such a thorough, 
independent analysis. Moreover, the credit manager, who handles from 
100 to 5,000 accounts, often lacks the time to study his accounts in an 
intensive manner, except those few to which large lines of credit have been 
accorded and those that give clear- evidence of weakness. On the other 
hand, the lending officers of commercial banking institutions and mercan¬ 
tile credit managers are generally more experienced in the interpretation 
of figures than the treasurers of business corporations, as it is a part of 
their everyday livelihood to be able to analyze financial statements 
conclusively. 

The interpretation of financial statements, no matter from what 
point of view, is the same provided the analyst has obtained full essential 
information, provided he is qualified to make the analysis, and provided 
the analysis is basic and thorough. Whether the analyst is a business 
executive, a commercial or investment banker, an investor, a speculator, 
a business counselor, a mercantile credit manager, or a layman makes no 
material difference. After the basic analysis is made, then individuals 
in different positions will act upon the conclusions of that analysis in 
different ways. 

An analysis might indicate that a particular enterprise is carrying an 
excessive inventory. On the basis of this conclusion a business executive 
might decide the risk is worth while because a shortage of certain raw 
materials is indicated, in his judgment, by the market. The commercial 
banker on the same analysis might decide that the business executive 
was overoptimistic, that there probably would be no shortage, and that 
prices might fall. In this situation, he would demand additional security 
to protect his loan. The investor or the speculator might take either 
viewpoint, or he might decide that prices would probably remain stable, 
and as long as the excess inventory was worked off during the next 10 
or 12 months, it would make no material difference one way or the other. 
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The business counselor might agree with the banker that a business enter¬ 
prise should never carry excessive inventory and would advise that it be 
reduced to a reasonable level as rapidly ds possible without disturbing nor¬ 
mal operations. The mercantile credit manager, who is passing on the 
credit for the sale of that merchandise on 30- or 60-day terms, probably 
would decide that he was taking no risk for such a short term, but that 
he might well look the account over carefully in 6 months or so. The 
fact that the inventory was heavy should have been recognized by each 
analyst, but after that recognition was established, conclusions drawn 
from the same fact would vary. 

In this volume balance sheets and profit and loss statements will be 
analyzed in cases where no supplementary information, supporting data, 
or segregation of important items is available. In other cases, the help 
and light thrown on situations by pertinent supplementary information 
and explanations of changes in balance sheet proportions between 
successive years will be utilized. 

THEORY AND PROBLEMS 

1. If a thorough, comprehensive analysis of comparative figures were made by 
several different individuals, would there be appreciable differences in the analyses? 
Explain your answer. Would there be differences in their respective viewpoints? 
Explain your answer. 

2. In what two ways are analyses by different individuals fundamentally qualified? 

3. Describe the viewpoint of a mercantile creditor toward an account where his 
extension of credit is (a) relatively small, (6) relatively large. 

4. Is a commercial banker likely to analyze a risk more thoroughly than a mercantile 
creditor? Explain. 

6. What financial information interests the typical stockholder in an analysis? 
Is such an interest fundamental? If you were a stockholder would you make a 
more thorough analysis? 

6. Who is likely to have the most comprehensive information, including supplementary 
facts, up-to-date knowledge of operations, and policies? Should such an individual 
be able to make the most logical analysis? Is he generally able to do so? Why? 

7. Compare briefly the viewpoints toward the same business concern of (a) a mercan¬ 
tile creditor, (6) a commercial banker, (c) a stockholder, and (d) a financial executive 
of the business. 

8 . Commercial bankers extend credit to commercial and industrial business concerns 
on many different bases: unsecured, against trust receipts, warehouse receipts, assigned 
accounts receivables, discounted notes receivables, the pledge of life insurance policies, 
and the pledge of securities or properties. Should the fact that a banker may grant 
credit in these different ways affect his analysis of a prospective borrower? 
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DESIRABILITY OF SUPPLEMENTARY INFORMATION 

The aggregate of credit information obtained regarding any business 
enterprise falls into three divisions. These divisions of information, 
even if logical, are somewhat arbitrary. This classification applies 
as well to a business concern where the principal is carefully laying a 
basis for a fraudulent failure as to a business enterprise that is legitimate 
according to recognized standards; to a general country store selling 
merchandise on Tobacco Road and to a $100,000,000 corporation 
engaged in the manufacture of automobiles, trucks, refrigerators, and 
electric-light systems through a galaxy of subsidiary organizations, 
and then the distribution of these products in every state in the Union 
and in 26 foreign countries. These three helpful, if absolute, divisions 
of credit information are (1) antecedent information, (2) investigational 
facts, and (3) financial information. What is the exact field of each of 
these divisions of credit information and why do they tie in with the 
analysis of financial statements? 

Antecedent information covers the complete business record of each 
of the men who comprise the operating management of a business, and 
of the owners if they are not included in the active management in the 
case of all except large corporations, their age, whether they are married 
or unmarried, and, if they have children, the number, sex, and age of 
the children. It also includes information as to whether each of these 
individuals had previously been employed by others, if so by whom and 
in what capacity; whether they had previously been in business on their 
own account and where; the lines of business activity in which they had 
formerly been employed or had operated; the department that each is 
now handling of the particular business under scrutiny; his particular 
experience in that division of business activity; and a detailed historical 
record of the business enterprise itself. If the record of any of these 
individuals involved fires or failures, full information regarding the 
surrounding circumstances is absolutely essential; and if any have been 
involved in failures, how much on the dollar was paid to unsecured 
creditors in each case. Accurate, comprehensive information on al) 
these points is essential background for practical credit analysis. There 
is no system that will provide this information automatically; it is 
obtained by bankers, mercantile credit men, and the trained reporters 
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of mercantile credit agencies, all of whom realize the deep significance 
of comprehensive antecedent information, by digging deeply, by being 
sver alert, and by searching inquiringly. 

Investigational facts cover the relative information obtained from 
depository banking institutions, from lending agencies of the Federal 
government, occasionally from insurance companies that have been 
granting term loans, and from mercantile trade circles. From banking 
quarters there would be developed the approximate size of the average 
balances that had been maintained during recent months, whether 
checks had been drawn on uncollected funds, whether checks had been 
returned because of insufficient funds; whether the concern was or was 
not borrowing at the moment, if so, how much, and whether on a secured 
or on an unsecured basis. If borrowings were on a secured basis, then 
it would be extremely pertinent to ascertain whether this security 
consisted of real estate mortgages, stock exchange collateral, cash 
surrender value of life insurance, warehouse receipts, trust receipts, 
assigned receivables, discounted notes receivable, assignment of claims 
under a government contract, or some other form of security. It would 
also include the candid regard, based upon his direct relationship, that 
the banker had for the jiarticular business enterprise under consideration. 

The trade investigation would cover the multitude of facts that are 
obtained from merchandise suppliers such as recent high credit, amount 
owing, amount past due, if any; whether payments are discounted, 
prompt, or slow, and if slow, how many days slow; whether notes are 
given to close out past-due accounts, whether unearned discounts are 
ever taken, whether, in the parlance of the market, the management is 
likely to welch on orders or contracts in a falling market. While this 
information might just as well be written in Sanskrit for the uninitiated, 
it is vital information to the skilled credit analyst. 

Financial information would cover all available financial facts. 
These facts might consist in an extreme case merely of a rumor that a 
concern had an investment of a certain amount of money, $5,000, 
$10,000, or $100,000. At the other extreme, a $100,000,000 corporation 
with 103 active subsidiaries might readily furnish detailed annual audits 
with individual and consolidated balance sheets of the parent company 
and all subsidiaries, profit and loss statements, reconciliation of surplus 
in all instances, explanations of all unusual items, breakdowns of merchan¬ 
dise and receivables, explanations of changes in proportions between 
items, and full explanations of all intercompany loans and merchandise 
transactions. 

In other words, financial information comprises only a part of the 
whole data that are utilized, studied, and analyzed in the determination 
of the soundness of the credit risk of a commercial or industrial business 
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enterprise. Analyses of financial statements can be made without 
supplementary information, but the most thorough interpretation of 
financial information often can only be made when a considerable 
amount of these pertinent supplementary data has been obtained. 
The appreciation of the full significance of antecedent information, 
investigational facts, explanations of unusual balance sheet items, and 
changes in proportions between items in comparative financial state¬ 
ments is far more widespread in commercial banking credit and mercan¬ 
tile credit circles than in investment banking and in investment circles.^ 
The pertinent supplementary information may be summarized very 
succinctly as follows: 

1. Antecedent information and investigational facts which tend to give a view¬ 
point toward the analyses of financial statements; that is, which tend to indicate 
whether a particular financial statement is 

(а) An incorrect representation dishonestly made. 

(б) An honest representation incorrectly made. 

(c) A correct representation honestly made. 

2. Explanations regarding all items in a financial statement which are not clear, 
per se, and then further explanations regarding the reasons for the increases or 
the decreases in important items at least during the period over which the figures 
are being studied. 

Examples of an incorrect representation dishonestly made and an 
honest representation incorrectly made will be found in the following 
pages of this chapter. Many examples of correct representations 
honestly made, which is the typical characteristic of financial state¬ 
ments, will be found in succeeding chapters. Many examples showing 
the need of explanatory information of specific items in financial state¬ 
ments and changes in those items from year to year will appear in Part 
III of this volume. 


ANTECEDENT INFORMATION 

The balance sheet of a retail business enterprise that had been 
in existence 18 months disclosed a tangible net worth of $15,230. The 

^ “The conference revealed further that, while the New York Stock Exchange 
was accepting these qualified and unrevealing balance sheets, credit men generally 
realized their danger and have insisted for a considerable period on balance sheets 
that were not qualified as to ^collusive fraud.^ The credit men inform us that they 
have been extraordinarily successful in this regard. It appears, therefore, that credit 
men are less gullible and trusting than the investment group in that they demand 
information more completely verified for'their employers than do the investment 
bankers for their clients.^*—From the Report on Conference on Accounting Pra^ice 
and Procedure j dated Jan. 17, 1939, called pursuant to the order of John J. Bennett, Jr., 
attorney general of the State of New York, as a result of the fraud perpetrated by the 
management of McKesson & Robbins, Inc. 
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president of the corporation, over a period of 16 active and interesting 
years prior to the organization of this particular enterprise, had been 
associated with a variety of concerns that had had five fires and four 
failures. After one of the fires, this commercial adventurer had .been 
convicted of arson and sentenced to 4 years’ confinement behind massive 
stone walls; in three of the failures, creditors had received less than 20 
cents on the dollar. 

Many businessmen are unconsciously prone to overstate their assets 
and to understate their liabilities, particularly if they are operating small 
or moderate-sized concerns. It is so simple to value a piece of merchan¬ 
dise just a trifie higher than it should be valued, to purchase a second¬ 
hand printing press or a used showcase and then give the asset a value on 
the books that is somewhat higher because ‘4t was purchased low and is 
actually worth more than it cost.” This viewpoint has been fostered 
in a refined way by appraisal companies, ^ so it would be very unnatural if 
small enterprises did not follow the same policy to some modest extent. 

An individual with a record of five fires and four failures would be 
quite prone to exaggerate, not unconsciously but consciously, and 
probably to a very marked degree. No one with a practical knowledge 
of credits would attempt to analyze the figures of a business concern 
under such irresponsible management on the same basis as he would 
analyze the figures of a business enterprise that had had a successful 
operating record of 12 years under the leadership of one individual who 
had had no fires or failures, and who bore a widespread reputation for 
probity. The confidence with which figures are studied and analyzed 
depends, in the first place, upon the confidence with which the active 
management of a business enterprise is generally regarded. That is 
axiomatic in the credit world. It is not quite so axiomatic in the invest¬ 
ment world. 

Typical Situation with Unfavorable Antecedent Information 

A successful manufacturer of cotton thread recently stated that he had 
been having difficulty in collecting a particular past-due account, and 
described the following situation: Credit for $1,100 had been extended to 
a wholesaler of textile specialties, such as thread, buttons, pins, and 
needles, located in Chicago. When the account had been 4 months past 
due and the creditor had been unable to obtain even a partial payment 
on account, a representative had visited the wholesaler to ascertain, if 
possible, the reason for the continued delinquency. The manufacturer 
then went on to explain, ‘‘When our representative arrived at their 
quarters, he found that the concern had moved about 90 per cent of its 

* See Chap. VII, ^^What Re-appraisals Mean to the Stockholders,^' in Are You a 
Stockholderf by Alden Winthrop (Covici, Friede, Inc., New York, 1937). 
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merchandise next door where it was on the premises of a neighbor; the 
shelves in the place of business, when carefully examined, were found 
to be stacked wth empty boxes.” 

That credit of $1,100 had been extended on an analysis of a com¬ 
paratively recent balance sheet that showed an excellent financial 
condition. Anyone with a superficial knowledge of everyday practical 
credit technique would have known, however, that the figures were abso¬ 
lutely worthless in view of the impaired records of the two partners 
in that business. The balance sheet on which that credit had been so 
freely and innocently granted showed current assets of $4,156.20, a 
current debt of $7.15, and a tangible net worth of $3,774.05.® On a 
casual examination, if the concern owed only $7.15 it was probably 
entitled to reasonable credit, but hardly to credit of $1,100. 

One partner in that concern, an individual who was only thirty-six 
years of age, had had four failures in which creditors had received 20, 24, 
22, and 28 cents on the dollar. These failures had been eminently 
successful! The other partner was thirty-eight years of age, and, in 
the course of his unique and checkered career, had been involved in 
one fire and in three failures. On the bare record of these two indi¬ 
viduals, it was evident that the figures were just about as reliable as 
Cookes reported discovery of the North Pole, and should have been given 
no passing consideration whatsoever, except as a running study in the 
current technique of perpetrating one more mercantile fraud.^ 

3 For legal recourse of a defrauded creditor who has extended credit on the basis 
of a signed fraudulent financial statement see False Financial Statements: Remedies 
of Defrauded Creditors, 2d ed., by Arthur E. Pixel (Matthew Bender & Co., Inc., 
Albany, N. Y., 1934). See also Credit Manual of Commercial Laws, published annually 
by the National Association of Credit Men. 

The laws of France which were made under the watchful eyes of Colbert [1619- 
1683] were particularly stringent regarding fraudulent bankruptcy. Ck)lbert, who 
used every means in his power to foster French industry and commerce, had no con¬ 
sideration whatsoever for the fraud. The Code of Commerce of March, 1673, based 
upon years of painstaking investigation, provided the death penalty for a fraudulent 
bankruptcy. Apparently the penalty was not immediately carried out, as a descrip¬ 
tion has come down of the punishment meted out to two such offenders, Jean Francois 
Le Mcrcicr and Jean-Baptiste Desues on May 30, 1673. “Condemned to make the 
amende honorable, the two offenders, clad only in shirts, a cord around the neck of 
each, a placard proclaiming his crimes, fastened to each, and each grasping a lighted 
torch weighing two pounds, were led to the steps of the Palais de Justice. There 
they were made to ask pardon for their sins of God, of the king, and of justice. Then, 
conducted by an executioner, they were led along the rue Saint-rionor6 and the rue 
Saint-Denis to the Croix du Tiroir, where they asked pardon again. J'hen they 
were led through the rue des Prouaries to the public pillory. There they asked 
pardon for the third time. Later they were attached to the pillory for two hours on 
each of three market days. Finally they were made to pay heavy fines and were sent 
to the galleys for nine years. Savory reports that everyone ‘agreed that the punish¬ 
ment of death would not have been so cruel.'''— Cole, Charles W., Colbert and a 
Century of French Mercantilism, Vol. 1, pp. 360, 368 (Columbia University Press, 
New York, 1939). 
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The inevitable finally happened, and without much loss in time. 
Within 2 weeks after the visit from the representative of the thread 
manufacturer, the partners closed the premises and never again appeared 
on the scene of that action. In military science that would have been 
termed a successful strategic retreat. When the premises were examined 
the following morning, absolutely nothing of value was found. The 
maximum of possible credit had been incurred; when things began to 
get too hot, the partners had double-locked the front door and had dis¬ 
appeared. Trade obligations were not confined to $7.15; they were 
actually in excess of $8,400, several of the items having been placed 
in the hands of attorneys for collection. Even the landlord was a 
creditor to the extent of $90. Losses to creditors were 100 per cent, no 
more, no less! Here was an evident case of an incorrect representation 
dishonestly made. 

Antecedent Information Important in Large Corporations 

The fundamental importance of having comprehensive information 
regarding the records of those who comprise the management staff and, 
wherever possible, qualified opinions regarding their ability and conscien¬ 
tiousness as well as their integrity, is just as essential with large corpora¬ 
tions as with small business enterprises. Lightning may not strike quite 
so often on large corporations but when it does, financial statements are 
wrecked beyond all recognition. 

If any creditor, stockholder, or investor in McKesson & Robbins, 
Inc., had had the slightest inkling in 1938 that Frank Donald Coster, 
for 12 years the president of the corporation, was actually one Philip M. 
Musica who, many years previously, had been convicted of notorious 
commercial frauds, the annual financial statements over the years would 
never have been accepted with such complete confidence, even though 
the audits bore the signature of an outstanding, nationally recognized 
firm of public accountants. In carrying out this particular calculated 
fraud. Coster had been assisted by his three brothers: George E. Dietrich, 
assistant treasurer of the corporation, who in reality was George Musica; 
Robert J. Dietrich, head of the shipping, receiving, and warehousing 
department at the home offices, a strategic department in the perpetra¬ 
tion of this fraud, who in reality was Robert Musica; and George Vernard, 
who managed the offices, mailing addresses, bank accounts, and other 
activities of the dummy concerns with which McKesson & Robbins, Inc., 
supposedly conducted business, and who in reality was Arthur Musica. 

Of greater importance financially and internationally were the 
even wider ramifications of the International Match Corporation under 
the mysterious and enlightened touch of Ivar Kreuger. The loss to 
stockholders of McKesson & Robbins, Inc., was approximately $21,000,- 
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000, while the losses to the stockholders and to the creditors of Ivar 
Kreuger’s fantastic creations went into the hundreds of millions of 
dollars. Cagliostro was a babe in arms compared with these practical 
fertile minds. 

These cases illustrate the great importance of correlating adequate 
antecedent information with financial information.^ In banking and 
mercantile credit circles the basic importance of antecedent information 
is quite uniformly realized.® Outside these circles, antecedent informa¬ 
tion is more infrequently used, for two reasons: first, such information is 
rarely available in other quarters; and second, there is little realization 
of the distinct importance of this type of supplementary information. 
In this volume the financial statements of commercial and industrial 
business enterprises, both small and large, will be analyzed without any 
antecedent information. The assumption will be made, however, that 
if available, the antecedent information would be of a uniformly favorable 
nature. 


INVESTIGATIONAL INFORMATION 

Information that is developed in banking and in mercantile trade 
quarters occasionally provides a helpful bearing toward the analysis 
of a particular financial statement. This information is not so spec¬ 
tacular as the varied escapades of a confirmed business marauder, but it 
is often just as useful. 

Bank Investigation 

Now and then it is learned, for example, that a depository bank is extend¬ 
ing credit to a commercial or industrial business enterprise only on a 
secured basis, while other concerns in the same line of business activity 
and of about the same size are granted credit freely on their own unse¬ 
cured promissory notes. Such a situation immediately raises the ques¬ 
tions ^^Why is security sought from this enterprise? Why must one 
concern pledge assets for a 3 or 6 months' loan while others in the same 
approximate category are not required to do so?" A background of some 
business routine, knowledge, and experience is needed to answer these 
questions. 

Once in a great while, a business enterprise in healthy financial 
shape will pledge stocks and bonds as collateral to a loan, not because 

® Breakdown in the moral hazard plays a prominent part in fraudulent fires as 
well as in planned failures. See the pamphlet Relativity of the Moral Hazard by 
Roy A. Foulke (Dun & Bradstrect, Inc., New York, 1940). 

® The mercantile credit agencies, large and small, general and specialized, are the 
great sources of antecedent information. The Better Business Bureaus, operating 
in January, 1949, in the 95 principal cities in the United States, are also valuable 
sources of information regarding the escapades of questionable characters. 
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it is necessary to pledge these assets to obtain the loan, but because a 
lower rate of interest may be charged by the banker in extending credit 
on an adequately secured basis than on an imsecured basis. This 
circumstance has rarely come to light in recent years when discount and 
interest rates on unsecured loans have been relatively low. 

A second situation occasionally arises when a business enterprise 
owns government securities that have been in the custody of a depository 
bank for safekeeping and for servicing over many years. At some time 
over these intervening years when the financial condition of the concern 
was slightly extended, cash was needed; instead of selling the securities, 
the management pledged them to the bank for a loan. At the time, no 
loan could have been obtained from the depository bank without the 
pledge of these securities. The financial condition has since improved, 
but the earlier outdated arrangement has continued automatically in 
force. If the treasurer of the corporation should discuss this situation 
with his banker, the security would most certainly be released and current 
loans would be granted on unsecured promissory notes. 

A third set of circumstances exists in cases where it is customary in 
certain lines of business activity to pledge security to a bank for a loan, as 
in the importation of foreign merchandise under letters of credit, in day 
loans to an investment banker, and in secured loans to stock exchange 
brokers. These situations are all more or less normal and carry no 
suspicious implications when financial statements are under analysis. 
The unfavorable situations are of more interest, as they indicate a 
financial condition that appears weak to the commercial banker who is 
in intimate touch with the account, and who feels that, in order to protect 
the interest of the bank, he must obtain adequate security. The mere 
fact that borrowings are secured in such cases should confirm the views 
of the analyst, or make him pause if, in his opinion, the figures seemed to 
represent a satisfactory financial condition. 

Implication of Secured Bank Loan .—Wood Turning Company, Inc., 
has been in existence 18 years as manufacturers of an extensive line of 
wooden products such as pillboxes, handles, spindles, spools, dowels, 
buttons, moulds, and shooks. The last fiscal balance sheet disclosed 
what seemed to be an apparently satisfactory financial condition with 
current assets of $128,790, current liabilities of $60,025, and a tangible 
net worth of $105,602. The current assets were slightly more than 
twice as large as the current liabilities and the current debt, in turn, 
represented a satisfactory relationship with the tangible net worth. 
The annual net sales amounted to $315,621, indicating what we shall learn 
later are attractive turnover relationships. 

The current liabilities, however, contained an item of $24,568 due 
to depository bank. This item immediately drew attention as it ended 
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in an exact number “568/' All bank loans, except where some unusual 
situation exists, are made in round numbers. In this case the amount 
due to the bank would normally have been $24,500. An explanation 
was sought. That explanation centered around the fact that the 
bank loan was secured. Instead of granting the loan on the customary 
unsecured promissory note basis, the banker had extended credit on 
assigned accounts receivable. What was the reason? Why did the 
banker not consider the account a safe loan on the typical unsecured 
basis? Why did he insist upon some kind of security? 

A friendly interview gave the answer. Of the current assets, $73,212 
represented inventory. An inventory of this size without additional 
information was a little large. The banker explained that of this 
inventory, $36,000 represented one order for wooden handles of a very 
specialized design that had been manufactured during the preceding year 
for a concern that had become bankrupt just prior to the time the order 
was completed and ready for delivery. No prospective purchaser had 
since been found for these handles. If a purchaser could be located 
during the next few months, probably the handles could be sold at only a 
moderate loss or possibly with a moderate profit. If a purchaser could 
not be located shortly, the handles would have to be disposed of as 
secondhand merchandise and a very substantial loss would be assumed. 
The banker was anxious to see how this situation turned out before 
granting unsecured credit. 

In a situation such as this, the analysis is thus tied up with intimate 
knowledge of the exact operations of the business enterprise. Informa¬ 
tion of this confidential nature is at times known to the analyst; at other 
times it is not available. The skillful analyst would probably have 
elicited the information from the management, if he had not visited 
the banker, by seeking an explanation as to why the inventory was a 
trifle heavy. 

Trade Investigation 

Time and time again, a casual study of a balance sheet has seemed to 
disclose a fairly satisfactory condition, but a review of the results of a 
current trade investigation has shown that a substantial portion of pay¬ 
ments were running slow. Here is a danger signal never to be over¬ 
looked. If the figures were actually as sound as they seemed to be, there 
could have been no slow payments unless the bookkeeper had gone 
to sleep on his job. Sometimes the fiscal figures have been 10 or 11 
months old and the financial condition has changed substantially in the 
interim. At other times the fundamental condition has not changed, 
but the exact situation is not evident without a deep-probing, basic 
analysis. The contradiction between' slow trade payments and an 
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apparently satisfactory financial condition always necessitates study. 
The facts must correlate. 

Sometimes a business enterprise will be “in season'^ and the financial 
condition with heavy merchandise, substantial receivables, and heavy 
liabilities will be so different from the fiscal figures that the fiscal figures 
are absolutely useless for a current analysis. Only an up-to-the-minute 
trial balance or balance sheet would indicate the exact financial condi¬ 
tion. The concern may actually be overextended because of its seasonal 
operations. This condition develops with concerns in many lines of 
activity, such as canners of fruits and vegetables and manufacturers 
of ladies^ coats, suits, dresses, silk underwear, men’s suits, and bathrobes. 

The fiscal figures in other cases may be fundamentally unsound, 
and the weakness may be discovered only by a most careful analysis. 
Any one or all of five situations may exist: (1) part of the cash may be 
tied up or blocked; (2) the accounts and notes receivables may include 
a substantial amount of past-due accounts, or a large sum due from 
officers, employees, subsidiaries, or affiliated concerns; (3) the inventory 
may be heavy with items long out of style, or overvalued with second¬ 
hand items or with returns, or arbitrarily inflated at a figure higher than 
cost or market, whichever is lower; (4) the current liabilities may have 
been understated, consciously or unconsciously; and (5) a particular 
asset in the balance sheet may be carried at an equity figure and conse¬ 
quently fail to disclose a substantial offsetting liability. 

Pertinent information that will give a more exact approximation of 
each of these five items, which at times are over- or undervalued, should 
always be sought from the operating management. The management 
staff knows, or should know, how the amount of each item is deter¬ 
mined, and if they are frank and open in their discussions regarding the 
figures, the analyst could not misunderstand them. The analyst, how¬ 
ever, often has no opportunity to discuss these problems verbally with 
the management. The lack of net sales figures may also present a 
problem, as net sales figures, if available and properly used in an analysis, 
may indicate that the receivables are heavy, for which an explanation 
should then be obtained, or that the inventory is excessive for the soimd 
operation of the business. 

Implication of Slow Trade Payments ,—Two or more of these unusual 
situations occasionally come to light in the study of a particular account. 
A hosiery manufacturer, for example, was running from 10 to 30 days slow 
in the payment of its yarn accounts. The business had been in exist¬ 
ence about 8 years, producing fine-wearing hosiery. In recent years, 
net profits had increased steadily. A fiscal balance sheet that was about 
3 months old gave no evident reason for the trade slowness. These figures 
disclosed current assets of $422,434 and a current indebtedness of $201,- 
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866. The current assets were well distributed between cash, receivables, 
and merchandise, although the receivables appeared to be somewhat 
heavy. 

As the mill was located in the South, further investigation was post¬ 
poned until the treasurer's next visit to New York, when he furnished 
explanations regarding certain items in the fiscal balance sheet. Two 
items in particular provided all the answers to the temporary mystery. 
The first was receivables of $170,788. Questioned whether this entire 
amount was due from customers for the sale of hosiery, or whether it 
included some miscellaneous receivables due from officers, employees, 
stockholders, or others, he admitted that through some oversight” there 
had been included $60,000 of loans made to officers and directors during the 
preceding year. By no stretch of the imagination, or according to any 
sound accounting theory, should such an item have been included with 
regular trade receivables and have been considered a current asset. To 
say the least, it was a unique oversight!” 

Second, the merchandise had been included in the balance sheet 
under the most unusual caption of Equity in Merchandise, lie was asked 
what the ^‘equity” meant. Actually, the concern had an inventory of 
$304,532! One-half this inventory, that is, $152,266, had been pledged 
to a local bank for a loan of $100,000; this equity of $52,266 plus the 
unpledged inventory had been carried in the balance sheet at $204,532. 
The inventory, should, of course, have been carried at $304,532 and an 
additional $100,000 should have been included in the current liabilities. 
With the adjustments in the receivables, the inventory, and the current 
liabilities, the balance sheet disclosed current assets of $462,434 and 
current liabilities of $301,866. Instead of the net working capital being 
$230,568, it was really $170,568. Perhaps this case was an honest 
representation incorrectly made! 

FINANCIAL INFORMATION 

A substantial percentage of all balance sheets is made up of 15 items 
or less. Such concerns generally have a tangible net worth of no more 
than $10,000. As approximately 80 per cent of all active commercial 
and industrial business enterprises have a tangible net worth no greater 
than this amount, the tremendous extent of this field may easily be 
realized. The larger concerns are of more importance because of their 
very size. Their purchases are heavy, their bank borrowings are sub¬ 
stantial; their employees are numbered by the thousands, their tangible 
net worth by the hundreds of millions of dollars, their security holders 
by the hundreds of thousands; their economic and social infiuence and 
power are immense.'^ 

^ This is amply brought out by Harry W. Laidler in Concentration in American 
Indxislry. (The Thomas Y. Crowell Company, New York, 1931); by Adolf A. Berle and 
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Corporate Structure 

A substantial proportion of large corporations, as well as a reasonable 
percentage of smaller corporations, have subsidiaries and affiliated, com¬ 
panies. As a chain is no stronger than its weakest link, it is important 
in such cases to ascertain the names of all subsidiaries and affiliates with 
information regarding the percentage of control owned in each subsi¬ 
diary, and the nature of the relations which create the affiliate. Weak¬ 
nesses have often been concealed by loading unprofitable business on 
weak subsidiaries, by offsetting gains against losses in consolidated finan¬ 
cial statements, and by draining profits from subsidiaries by charging 
exorbitant prices, higher than normal interest rates, and management 
fees. American businessmen have taken unstinted pride in the creation 
of groups of subsidiaries of various degrees and relationships. In recent 
years, there has existed a moderate tendency to simplify many of these 
highly complicated corporate business structures. 

Consolidated Financial Statements .—^^A consolidated financial state¬ 
ment is one which sets forth all the assets and liabilities of a parent 
company and such of its subsidiarj^ companies as are included in the 
consolidation except for accounts, obligations, and securit3" holdings 
between the companies of the group. Such intercompany items are 
eliminated in preparing the consolidated statement.’^® It is the financial 
statement of no single corporation but an amalgamated statement 
giving accounting data of two or more separate corporations.’^ The 
final justification of the device ^^rests on the reality of the group as a 
single economic and administrative enterprise despite the existence of 
separate legal entities.” The need for consolidated financial statements 
is found in the failure of the legal financial statements of a corporation, 
or of a group of corporations, to convey in a readily understandable 
manner adequate information regarding ‘Hhe commitments of a single 
group of investors—investors in a corporation which itself owns and con¬ 
trols other corporations.” 

On the books of a parent company, the interest in a subsidiary is 
represented by the investment in the securities of the subsidiary and by 
any advances made to it. The accounts of the parent company con¬ 
tain no record information concerning the assets and the liabilities of the 
subsidiary", nor do they record the revenues and expenses of the sub- 


Gardiner C. Means in The Modern Corporation and Private Property (The Macmillan 
Company, New York, 1933); and in Monograph No. 21, Competition and Monopoly in 
American Industry, pp. 117-118, Investigation of Concentration of Economic Power 
by the Temporary National Economic Committee, 1940. 

* Montgomery, Robert H., Auditing Theory and Practice, 6th ed., p. 507 (The 
Ronald Press Company, New York, 1940). 
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sidiary. Such information, however, is necessary in any analysis of 
financial condition and progress of the parent company. 

The consolidated financial statement is the best medium that has 
yet been devised for presenting a bird^s-eye view of such a group of indi¬ 
vidual corporations operated as a single enterprise. Nevertheless, so 
long as the parent-subsidiary relationship exists, the subsidiary retains 
its separate corporate status, it continues to own its assets and conse¬ 
quently has all the responsibilities and may exercise all the privileges 
that such ownership confers. Its profits may become legal income 
of the parent company only through the formality of the declaration and 
payment of dividends.® It is because of this very situation that parent 
corporations filing reports with the Securities and Exchange Commission, 
as explained on page 62, must file individual as well as consolidated finan¬ 
cial statements. 

If a financial statement carries the heading General Motors Corpora¬ 
tion, Condensed Consolidated Balance Sheet or National Steel Corporation 
and Subsidiaries, Consolidated Balance Sheet, then the corporation obvi¬ 
ously has subsidiaries. The words consolidated balance sheet^^ mean 
that and nothing else. Whenever possible in this situation, the names, 
addresses, nature of business operations of the subsidiaries, percentage of 
capital stock owned by the parent corporation in each subsidiary, the 
amount and reasons for intercompany loans, the nature and the terms of 
intercompany merchandise sales should be obtained. Whether there are 
3 subsidiaries, or 103, this information should be obtained wherever 
possible. 

If a corporation has 103 subsidiaries, possibly the assets and the 
liabilities of only 50 have been consolidated, the interests of the parent 
company in the other 53 corporations being carried in the assets under 
an item of investments. In this event, the list of subsidiaries and accom¬ 
panying information should be obtained in two groups, the first group 
containing the names of subsidiaries with supplementary information 
that have been consolidated, and the second group, those that have not 
been consolidated. 

Even when the heading of a financial statement does not contain 
the words consolidated balance sheet, the corporation may still have 
subsidiaries. In this case the heading is not self-explanatory. The 

® Daniels, M. B., Financial Statements, pp. 80-81 (American Accounting Associ¬ 
ation, Chicago, 1939). 

In a sweeping and historic decision, the New Jersey Court of Errors and Appeals 
upheld a decision of a lower court in the suit of Oscar B, Clintas v. the American Car 
and, Foundry Company, that a consolidated balance sheet *fis nothing more than an 
imaginative figment for there is actually no individual business having the assets 
and liabilities depicted by it.” Well-known accountants testified on both sides of 
this important case .—The New York Times, Oct. 18, 1942. 
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assets and the liabilities of none of the subsidiaries may have been 
consolidated, the interests in these subsidiaries being carried in the 
assets of the parent corporation as an item of investments. If a financial 
statement does not contain in its heading the word consolidated; and 
if the assets do not contain an item of investments^ then one may feel quite 
assured that the corporation has none of these modem appendages 
which, at times, make the analyses of some financial situations quite 
difficult. If there is an item of investments, the analyst must dig deeper, 
as outlined on pages 88-90. 

Rules of the Securities and Exchange Commission provide that 
corporations which come under its scrutiny shall follow in the consoli¬ 
dated statements principles of inclusion or exclusion which will clearly 
exhibit the financial condition and results of operations of the registrant 
and its subsidiaries: Provided, however, that (a) the registrant shall not 
consolidate any subsidiary which is not a majority-owned subsidiary.'' 
The Securities and Exchange Commission handles this problem as 
follows: 

For majority-owned subsidiaries not consolidated with the registrant there may 
be filed statements in which such subsidiaries are consolidated or combined in 
one or more groups pursuant to principles of inclusion or exclusion which will 
clearly exhibit the financial condition and results of operations of the group or 
groups. If it is essential to a properly summarized presentation of the facts, 
such consolidated or combined statement shall be filed. 

The principle adopted in determining the inclusion and exclusion of subsidiaries 
in each consolidated balance sheet and in each group balance sheet of uncon¬ 
solidated subsidiaries shall be stated in a note to the respective balance sheet. 

As to each consolidated statement and as to each group statement of unconsoli¬ 
dated subsidiaries, a statement shall be made as to whether there have been 
included or excluded any persons [concerns] not similarly treated in the corre¬ 
sponding statement for the preceding fiscal period, as filed with the Commission. 
If the answer to the foregoing is in the affirmative, the names of such persons 
[concerns] shall be given. 

These rules allow considerable leeway to the managements of corpora¬ 
tions that must file with the Securities and Exchange Commission, for 
the inclusion or exclusion of subsidiary companies in consolidated or 
grouped statements. Which corporations are included, excluded, con¬ 
solidated, or grouped are explained in the detailed reports to the Securities 
and Exchange Commission, information that is freely available for 
consultation by any interested individual or analyst. This information, 

“ Regulation S-X, Rule 4-02, p. 9, Apr. 1, 1947, 

Ibid,, Rule 4-03. 

Ibid., Paragraph (a). Rule 4-04. 

1* Ibid., Paragraph (6), Rule 4-04. 
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however, is rarely included in the annual reports of corporations to stock¬ 
holders, or any other secondary source of information. While often 
helpful, this information is never as valuable or enlightening as the 
individual financial statements of each subsidiary along with a con¬ 
solidated financial statement of the entire family of corporations, and 
with full explanations of all intercompany relations of each kind and 
character. 

Individual Financial Statements .—When the list of subsidiaries is 
obtained, every effort should be made to secure their individual financial 
statements, which are as essential for a complete analysis as the con¬ 
solidated figures. In complex corporate systems, the direct subsidiaries 
in turn may have subsidiaries—children, grandchildren and great¬ 
grandchildren, first cousins, and second cousins. When the corporate 
relationship is complicated, a chart often helps in ferreting out essential 
connections. 

Individual figures of the parent corporation and of each subsidiary 
as well as the consolidated balance sheet are essential in examining 
thoroughly the financial condition of any enterprise in a hierarchy. 

In 1941 the author conducted a 16-point survey covering a range of accounting 
problems but chiefly concerned with the presentation of information in the balance 
sheet and accompanying certificate. Each of four different groups received 1500 
questionnaires. These groups were bank lending officers, financial executives of 
larger industrial and commercial corporations, mercantile credit men, and accountants, 
carefully selected from all parts of the country for their interest in accounting prob¬ 
lems. The percentage of replies ranged from 22.7 per cent for corporate financial 
executives to 30.2 per cent for accountants. 

Among the questions was one concerning the desirability of replacing consoli¬ 
dated balance sheets by consolidatin^f balance sheets: “As consolidated balance sheets 
often are not adequate to analyze a situation where credit is being granted to indi¬ 
vidual units, should there not be developed a more general practice of including the 
consolidating balance sheet in an audit report or in an examination of financial 
statements, which would give the individual financial condition of subsidiaries whose 
assets and liabilities are consolidated?” To this question 99 per cent of the replying 
bankers, 87 per cent of the replying corporate financial executives, 92 per cent of the 
replying mercantile credit men, and 91 per cent of the replying accountants expressed 
opinion in the aflSrmative. 

A great many of the bankers declared that they required this information when 
extending a loan to any one concern in a group of affiliated corporations. As one 
typical banker wrote, “We would not consider loaning on a consolidated balance 
sheet without full details regarding subsidiary companies and information relative to 
intercompany accounts.” A second banker summarized the same situation briefly, 
“For intelligent analysis and credit granting, consolidatmgr figures are essential.” 
A third banker paraphrased this view, “A uniform practice of furnishing consolidatingf 
balance sheets would be a material aid in clarifying complicated corporate stru(;- 
tures. ...” Still another banker, who apparently had had considerable experience 
with situations involved with affiliated units replied, “Consolidated balance sheets 
are worthless unless every subsidiary's statement is shown separately. A great many 
evils masquerade under the name of consolidated balance sheets. ...” There was 
no question where bankers stood on this suggestion. 

The great majority of the financial executives of business corporations believed 
that “if credit is granted to a subsidiary, it should be based on the individual financial 
statement of the subsidiary,” or, as another treasurer wrote, “separate balance sheets 
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Individual financial statements showing tie-ups in stock interest, and 
amounts due to and from each other for loans or merchandise sales, are 
contained in the complete audits of accounting firms. This compre¬ 
hensive information is generally made available to depository commercial 
banks but rarely to anyone else outside the organization. The analyst 
must keep constantly in mind that creditors of subsidiary corporations 
enjoy a preferred position to the extent of the amount and quality of the 
assets of the obligated concern. 

Since the passage of the Securities Act of 1933, the names of all 
underlying subsidiary units have been made available, with rare excep¬ 
tions in the case of minor units, in registration statements filed with the 
Securities and Exchange Commission, and by the Commission to the 
public on practically every corporation that has offered its securities 
to the public. The same information is filed with the Securities and 
Exchange Commission by every corporation (except railroads) whose 
securities are listed on a national security exchange and is available for 

of subsidiaries should be available for persons extending credit to them, also a dis¬ 
closure of the relations between subsidiaries and the parent company.^^ This infor¬ 
mation would be obtained from the practice of issuing consolidating figures. 

Comments from mercantile credit men ranged all the way from a brief general 
assertion, ^^This has been needed for a long time,"' to various detailed reasons based 
upon experience as to why this policy would be basically sound. As one credit man 
explained, ^ An insolvent subsidiary is easily covered up in a consolidated statement.^' 
Another wrote, breakdown by subsidiaries would be helpful and would aid in 
distinguishing between profitable and nonprofitable units.^^ A third replied typically, 

have seen a case where one subsidiary had a considerable deficit which was not 
apparent on the consolidated balance sheet.'^ These views were all lumped together 
in another reply to the effect that each subsidiary must prepare its own financial 
statements anyway before consolidated figures can be prepared, so why not make 
them more broadly available, unless accounts are guaranteed by the parent 
organization ? 

Accountants, like the other three groups, were predominantly in favor of this 
procedure. A great many replied, ‘‘This is the practice generally followed by this 
firm,’^ or “Such a statement is always included in reports rendered by this office.^* 
In explanation of this viewpoint another accountant wrote, “If there are any weak 
links in the chain, the creditor should be made aware of the facts.'^ Several account¬ 
ants explained their practice more fully, “A consolidated balance sheet, by itself, is 
about as informative as one page from the ‘Book of the Word.' When, with the 
consolidating balance sheet, we include balance sheets of each subsidiary company 
with intercompany accounts and minority interests clearly set out, any tyro can trace 
the consolidation." Another accountant explained that intercompany items typed 
in green would assist in following these relations, “Yes, in addition to the consolidated 
statements, there should also be presented the consolidating statements showing the 
name of each unit at the top of its respective column, the accounts of each subsidiary 
company under its name, the intercompany eliminations and the consolidated totals." 
Without this information a consolidated balance sheet of a large corporation alone 
“means little except to impress the reader with ‘size' like Bamum Circus rather than 
‘quality.'" A more uniform practice of issuing consolidating figures in place of 
consolidated figures would be a great boon to the analyst. For additional infor¬ 
mation regarding this survey sec the pamphlet. The Balance Sheet of the Future 
(Dun & Bradstreet, Inc., New York, 1941). 



62 


BACKGROUND OF ANALYSIS 


public perusal at the office of the Commission or the Exchange on which 
the security is listed. Only the names of subsidiaries, however, are 
generally available, not their individual financial statements, their 
addresses, or the extent, nature, and terms of intercompany loans and 
merchandise indebtedness. 

The Securities and Exchange Commission does, however, obtain an 
individual balance sheet on all corporations coming under its supervision 
which are also holding companies and which issue consolidated financial 
statements. As of June 30, 1948, there were 2,209^® issuers, of which 
76 were foreign governments and political subdivisions, having securities 
registered on national security exchanges, in contrast to 2,244 as of 
June 30, 1943. 

According to Section I5d of the Securities Exchange Act of 1934, 
registration statements filed pursuant to the Securities Act of 1933 as 
amended, that is, by corporations that are distributing securities to the 
public, must contain an undertaking by the issuer to keep up to date by 
supplementary and periodic filing the financial and other information if 
^Hhe aggregate offering price of such issue of securities, plus the aggregate 
value of all other securities of such issuer of the same class outstanding, 
computed upon the basis of such offering price, amounts to $2,000,000 or 
more,’^ and provided such information has not already been required by 
the fact that the security is listed on a national security exchange. Under 
this section of the act, a total of 435 annual reports were filed with the 
Securities and Exchange Commission for the year ended June 30, 1948. 
The necessity for filing annual figures is suspended where the aggregate 
value of the securities of the class to which the issue belongs drops below 
$1,000,000 computed on the bases of the offering price of the last issue of 
such securities offered to the public. 

THEORY AND PROBLEMS 

1 . Name the three broad divisions of credit information and describe briefly each 
division. 

2. Would the antecedent records of the principals of a business enterprise be of any 
interest to you if you were analyzing the figures of that concern? Why? 

3. What would be your point of view regarding the desirability of antecedent infor¬ 
mation if the business enterprise was (a) a proprietorship with a tangible net worth 
of $8,621, (5) a corporation with a tangible net worth of $26,610,000? 

4 . Would information regarding bank borrowings and depository bank relationships 
have any bearing toward an analysis of financial statements? Explain. 

5 . What are the implications of secured bank loans from the viewpoint of the analyst? 

Fourteenth Annual Report of the Securities and Exchange Commission^ Fiscal Year 
Ended June 30, 1948, p. 28. 
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6. If you learned that trade payments of a particular concern whose figures you were 
analyzing were runnmg slow, would that knowledge help you or hinder you in your 
analysis? Why? 

7. Define a consolidated balance sheet. * 

8 . How can you tell from a balance sheet if a corporation probably has no subsidiaries? 

9. It has been said that a consolidated balance sheet is a '4egal fiction.” What is 
meant by that expression? 

10. Suppose you are analyzing the figures of a corporation that has a large number 
of subsidiaries. Into what two groups should you separate these subsidiaries? Why? 
List five points of information you would like to obtain regarding each subsidiary. 

11. You are analyzing a consolidated balance sheet. Would you be interested (a) in 
learning the names, addresses, and method of operation of each subsidiary whose 
assets and liabilities are also consolidated, (6) in obtaining individual balance sheets 
of each subsidiary? Explain your answer. 



CHAPTER TV 

CLASSIFICATION OF BALANCE SHEET ITEMS 

In a study characterized by delightful originality entitled ‘‘An 
Historical Defense of Bookkeeping/^^ Henry Rand Hatfield goes back 
to the very beginning of that amazing awakening in Italy, later to become 
known as the Renaissance, and to the venerable year 1494, for the origin 
of the refined and noble art of keeping systematic double-entry book¬ 
keeping records.^ This art arose to meet three very definite commercial 
needs: to describe transactions arising from commerce, industry, and 
government, to place responsibility, and to prevent fraud. 

As expanding commerce became more and more important in Genoa, 
in Florence, and in Venice, careful records of sales and of income and 
expenses became necessary to indicate the degree of profitableness. 
Trade expanded to relatively large proportions during the sixteenth and 
seventeenth centuries. The origin of the art of bookkeeping in this 
environment of expanding commerce attracted the attention and chal¬ 
lenged the ingenuity of men of unquestioned intellectual attainment. 
“We look upon the Franciscan monk Paciolo,^^ Hatfield wrote after his 
meticulous research, “as the father of modern accounting, as his Summaj^ 
published in 1494, which is the first printed work^ dealing with algebra, 

^ Hatfield, Henry Rand, Historical Defense of Bookkeeping,’^ a paper read 
before the American Association of University Instructors in Accounting, Dec. 29, 
1923, and published in The Journal of Accountancy j Vol. XXXVII, No. 4, pp. 241-253, 
April, 1924. 

*jSdward Peragallo, in the Origin and Evolution of Double Entry Bookkeeping^ 
p. 16 (American Institute Publishing Company, Inc., 1938), traces double-entry book¬ 
keeping back more than 150 years earlier. He wrote, “It is now clear that double¬ 
entry bookkeeping was fully developed at Genoa in 1340, and it is also clear that 
its origin must have been of a considerably earlier date. It is inconceivable that 
a system such as double-entry should come into being suddenly in the mature form 
shown in the Massari ledgers; it could only have evolved gradually over a long period 
of time. The double-entry system used by the Commune of Genoa dates back proba¬ 
bly no further than 1327, when the government decreed that its accounts were to 
be kept in the same way as banks kept their accounts.” 

* A Summa was a kind of early encyclopedia. It was written by a learned man 
and touched on all known fields of knowledge. A Summa often contained a few 
chapters on the merchants’ art of keeping books. 

^ Edward Peragallo, op. cit.^ p. 54, wTites that Benedetto Cotniglio, a native of 
Dalmatia, was really the first writer on double-entry bookkeeping. Cotruglio 
finished his book in 1458 but “it lay unpublished at Ragusa for more than a century, 
until a certain Giovanni Guiseppe had a copy made and brought it to Venice, where 
it was published in 1573.” 
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also contained the first text on bookkeeping, a slender tractate entitled 
De Computu et Scripturis”’^ 

DEVELOPMENT OF THE BALANCE SHEET 

A balance sheet, from an analyst’s point of view, is a written repre¬ 
sentation of the resources and liabilities of an individual, a partnership, 
an association, or a corporation.® When it is a correct representation 
honestly made, it portrays the financial condition of a concern, an 
organization, or a business enterprise at a given date.^ Paciolo advised 

® Little is known of Paciolo, aside from his writings, but from these works it would 
appear that he was a learned individual. He was an important if not a great mathe¬ 
matician. After he had made an enviable reputation for himself at the University 
of Perugia where he was wont to describe himself as “a. humble professor of sacred 
theology,^* he was called in 1496 to Milan by the reigning duke, Ludovico Sforza, 
called il Moro, whose court was a center of light and learning. To be established here 
was a signal honor. *‘At Milan, Paciolo was brought into contact with many eminent 
persons, the most significant being Leonardo da Vinci, perhaps the most eminent man 
of his day. Between the two there grew up an intimate friendship. Da Vinci 
himself tells that he hastened to buy a copy of Paciolo^s Summa as it came off the 
press, and he collaborated with Paciolo on a later book, the Divina Proportioned for 
which Paciolo furnished the text and Da Vinci the illustrations. . . . It is seldom 
the case that the first book on a subject so dominates its literature as did Paciolo^s 
De Computis et Scripturis, ‘Tt is nearly true,'^ Hatfield (op. cit.) continued to explain, 
*‘to say that for a hundred years the texts appearing in England, France, Germany, 
Italy, and the Low Countries were ^at best, revisions of Paciolo, at the worst, servile 
transcriptions without even the courtesy of referring to the original author.* But, 
further than that, many little matters of bookkeeping technique were followed for at 
least four centuries, merely because they were inculcated by Paciolo, persisting like 
buttons on our coat sleeves, long after their significance had disappeared. . . . ** 
The first presentation of double-entry bookkeeping made by Paciolo so many cen¬ 
turies ago was neither crude nor immature. It contained the essentials of bookkeeping 
as it is known today. 

® Paton, W. a., and A. C. Littleton, in An Introduction to Corporate Accouniing 
Standards, pp. 66-^7 (American Accounting Association, Chicago, 1940) emphasize 
a contrasting viewpoint. In their synthesis of accounting theory the balance sheet 
serves the fundamental purpose of carrying forward costs that will gradually be used 
up in operations. “A cost is initially an acquisition price and only finally a deduction 
from revenue. . . . The fundamental problem of accounting, therefore, is the division 
of the stream of costs incurred between the present and the future in the process of 
measuring periodic income. The technical instruments used in reporting this division 
are the income statement and the balance sheet. Both are necessary. The income 
statement reports the assignment to the current period; the balance sheet exhibits 
the costs incurred which are reasonably applicable to the years to come. The balance 
sheet thus serves as a means of carrying forward unamortized acquisition prices, the 
not yet deducted costs; it stands as a connecting link joining successive income state¬ 
ments into a composite picture of the income stream.** This point of view is one 
which creates problems for the analyst as he must learn the current values of asset 
items, which arc often materially different from “unamortized costs.** 

7 In Chap. XXIV, “Recent Evolution in Accountancy Theory and Practice,** 
it will be shown that this assertion is not strictly true as a balance sheet generally 
does not reflect current economic values. Financial statements actually represent a 
“combination of recorded facts, accounting conventions, and personal judgments; 
and the judgments and conventions applied affect them materially.** Because of 
the fact that balance sheets do not generally reflect current economic values, Kenneth 
MacNeil, C.P.A., in Truth in Accounting (University of Pennsylvania Press, Phila- 
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the use of a separate set of books for each voyage or trading journey; 
only after several hundred years was the continuous system finally 
evolved to the point where accountants found it essential to emphasize 
that the yearly closing based on an ^'accoimting convention^' was one of 
the reasons why modem accountancy is a relative art. 

During the fourteenth and fifteenth centuries, ledgers usually were 
not balanced at any regular fiscal period. They covered any period 
from one to several years, * and many ledgers were balanced only when 
completely filled and the open accounts were to be transferred to a new 
ledger. The Datini ledgers of the Avignon branch were notable excep¬ 
tions, as they were regularly balanced at the end of every year and 
financial statements were prepared. Peragallo quotes one for the fiscal 
year 1367-1368. Because the very early writers on bookkeeping referred 
only to the procedure for closing accounts in a ledger and opening them 
in a new one, there is a general belief that financial statements were 
nonexistent at this early period. However, the early family partnerships 
of Florence had developed financial contracts to a high degree of per¬ 
fection, entailing an equal development of partnership accounting. 
Financial statements were necessary to show the partners' interests.® 

In a study of the development of financial statements, Littleton also 
quotes several simple, fascinating balance sheets made up from the year 

delphia, 1939) developed the original and provocative accounting theory that market¬ 
able assets in the balance sheet should be valued at market price, nonmarketablc 
reproducible assets should be valued at replacement cost less depreciation, and occa¬ 
sional nonmarketablc, nonreproducible assets at original cost. The practical effect 
of this theory is materially different from the theory of unamortized costs. **With 
the exception of occasional non-marketable and non-reproducible assets, writes 
MacNeil, ^Hhis procedure would produce a balance sheet whose fluctuations of net 
worth, between the beginning and the end of any period, would describe accurately 
the net total of all profits and losses during that period from whatever sources.^' 
General builders, contractors, architects, and mechanical engineers with tools and 
machinery do this as a routine part of their work. These innovations arc suggested 
because balance sheets as now prepared **are composed of a bewildering mixture of 
accounting conventions, historical data, and present facts wherein even accountants 
are often unable to distinguish truth and fiction.” Creditors, stockholders, and 
analysts “have a right to believe that the figures given to them state values, not 
private prophesies, and the only values that any one knows how to state are economic 
values.” This is the practice followed by investment bankers when merging two or 
more companies, and when an experienced businessman sells his business. “Booms 
and depressions probably engender more financial catastrophes than all other causes 
put together, and yet their influence on assets and on the financial standings of com¬ 
panies is largely concealed in the financial statements now published. Values may 
decline to a point where a mortgage cannot be refunded, or they may rise to a point 
where it is obviously common sense to convert them into cash. Yet in each of these 
cases stockholders and creditors are kept in ignorance of the true situation.” 

“Article 16 of the “charter” of the French East India Company, organized in 
1664, provided that “the company was to have a thorough general accounting every 
six years.”— Cole, Charles W., Colbert and a Century of French Mercantilism, Vol. I, 
p. 479 (Columbia University Press, New York, 1939). 

* Origin and Evolution of Double Entry Bookkeeping, pp, 27-29. 
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1645 onward. The first of these balance sheets consisted of three asset 
items and three liability items and appeared in the text of one Gotlieb, 
a German author, in 1546. The second was quoted from Angelo Pietra’s 
text of 1586 and is much longer.^® 

Colonial Business Records 

Record books of colonial American proprietorships and partnerships 
contained balance sheets prepared at periodic or irregular intervals, 
so that the owners would have clear pictures of their assets and their 
liabilities. These detailed figures were rarely, if ever, made available 
to outsiders. Enterprising colonial businessmen learned the elements 
of bookkeeping from one of the few published volumes on the subject. 
They did their own bookkeeping in their own individual handwriting. 
When Jonathan Jackson organized the importing and exporting firm of 
Jackson & Bromfield at Newburyport in the Massachusetts Bay Colony 
in 1765, he wrote to a friend, ''I have undertaken the care of the Books 
intirely myself, but find myself a little bewildered how to begin the 
C? acc**—which Mair allows the most difficult part of Bookkeeping.’^^^ 
John Mair, to whom Jackson referred, was the well-known author of 
Bookkeeping Methodiz^dj published in Edinburgh, in 1752. 

The problems of accounting in the eighteenth century were simple 
and uncomplicated compared to the problems of today. At that time 
there were no large manufacturing establishments where the accounting 
procedure called for depreciation on a vast number of different types of 
assets, where the production process involving long periods of time and 
expenses had to be cut off at a fixed date, where heavy expenditures such 
as advertising were made in one period to show increased profits in 
another period, where the valuation of finished merchandise and work 
in process played such a great part in the size of net profits, not only in 
the years being closed, but also in the following year. Business was 
almost entirely private, and the business unit was the proprietorship or 
the firm. There were no investment bankers to underwrite issues of 
securities. There were no stock exchanges. There were no commercial 
banks or trust companies. Business activity was largely trade, that is, 
importing, exporting, commission selling, wholesaling, and retailing. 

10 Littleton, A. C., Accounting Evolution to 1900, pp. 128-129 (American Institute 
Publishing Company, Inc., 1933). 

Many libraries and historical societies in recent years have made collections of 
these fascinating and economically valuable original business records of our colonial 
days. Among these institutions are the New York Public Library, the New York 
Historical Society, Massachusetts Historical Society, Connecticut Historical Society, 
Historical Society of Pennsylvania, and the Baker Library of the Harvard Graduate 
School of Business Administration. 

“ Porter, Kenneth Wiggins, The Jackson and the LeeSy Vol. I, p. 162 (Harvard 
University Press, 1937). 
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In the second and third quarters of the nineteenth century, the 
corporation, with its restricted liability, became a more prominent 
vehicle of industrial and commercial business activity. The Supreme 
Court decision in 1886 that a corporation was a person in the meaning 
of the due process clause of the Federal Constitution brought increased 
demands from creditors for detailed balance sheets and gave a marked 
impetus to the creation of corporations with distributed stock interests. 

Divisions of the Balance Sheet 

As outlined in Chap. I, the number of active commercial and industrial 
business enterprises in the United States expanded quite steadily from 
1870 to 1949, with the exception of three very brief periods, one longer 
and more vital period, and a fifth period of unknown intensity which 
exists today. As this expansion took place, more and more balance 
sheets were made available to different groups of interested individuals. 
This evolution was the result of (1) the change in bank lending operations 
from utilizing two-name paper to single-name paper, (2) the operations 
of mercantile credit agencies that realized the need of obtaining exact 
financial information as a trained intermediary for creditors, (3) the 
direct demands of mercantile creditors for increasingly more exact 
financial information, (4) the growth in the number of corporations that 
sold securities to the public and the development of the practice of issuing 
annual corporate reports to stockholders, (5) the rules of the New York 
Stock Exchange which insisted that more and more comprehensive 
financial information be filed prior to the listing of a security, (6) the 
passage of income-tax laws by Congress, and finally (7) the activities of 
the Securities and Exchange Commission. 

Balance sheets are drawn up and presented in the same manner 
whether the figures are round-number estimates made by the proprietor 
of a small retail hardware store with an investment of $2,000, or are 
apparently exact figures carried out to two decimal places and carefully 
prepared by a certified public accountant on a nationally known corpo¬ 
ration with a tangible net worth of $20,000,000. One balance sheet 
might contain 9 items and the other 99, but fundamentally they are 
similar financial schedules. 

Whether it is a financial statement of a proprietorship, a partnership, 
a corporation, or a common-law trust, whether individual, consolidated, 
or combined, the balance sheet is divided in accounting practice into 
three parts: the assets, the liabilities, and the proprietary interest (also 
termed capital, net worth, or proprietorship). In this volume the pro¬ 
prietary interest will be termed net worth. The great majority of balance 
sheets published in the everyday practical business world, however, refer 
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to only two groups of accounts, assets and liabilities, the liability group 
covering general liabilities and proprietary interest. 

The assets are divided into four groups and the liabilities into three 
groups. The four groups of assets are: (1) current assets, (2) fixed asi^ets, 
(3) miscellaneous assets, and (4) intangible assets. The three groups of 
liabilities are: (1) current liabilities, (2) deferred liabilities, and (3) net 
worth. A fundamental understanding of these various classifications of 
items is absolutely essential for any sound analysis of financial state¬ 
ments, especially as no widely used uniform system of classification has 
been developed by the accounting profession up to the present time. 

ASSETS 

The assets of a small business enterprise such as a corner drugstore, a 
meat market, or a retail candy store might consist of only four or five 
small items, whereas the assets of a large steel corporation, a paper mill 
with extensive timber holdings, or a manufacturer of heavy chemicals 
might consist of 30 to 40 items. If a business is a proprietorship or a 
partnership, the assets might or might not include the outside means of 
the proprietor or of the partners that are subject to the claims of creditors, 
with certain exceptions such as homesteads and personal property in 
several states. If the outside means are not included, the financial 
strength of the business from the viewpoint of creditors might be stronger 
than is apparent from the balance sheet. If the outside means are 
included the analyst should be aware of that fact. 

It is in the classification of the various items in the assets that the 
judgment and the experience of the analyst first come into play. He 
must be absolutely independent, follow his own judgment or some 
separate standard, and not follow in the footsteps of accountants, who 
often differ from each other. In no other way will he have a uniform 
system of classifying items in the analysis of comparative balance sheets. 
This initial problem of the classification of balance sheet items will be 
discussed in the latter part of this chapter. 

Current Assets 

The man who best defined current assets was neither a banker, an 
accountant, nor a businessman. He was a gentleman named Adam 
Smith. In his volume which revolutionized political economy, The 
Wealth of Nations, published in 1776, Adam Smith explained, ‘‘The 
goods of the merchant yield him no revenue or profit till he sells them 
for money, and the money yields him as little till it is again exchanged 

The laws of the several states which allow exceptions from the claims of creditors 
are kept up to date in the Credit Manual of Commercial Laws, published annually by 
the National Association of Credit Men (New York). 
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for goods. His capital is continuously going from him in one shape, and 
returning to him in another, and it is only by means of such circulation, 
or successive exchanges, that it can yield him any profit. Such capital, 
therefore, may very properly be called circulating capital.’' What we 
call current assetsj Smith called circulating capitaL^^ The investment 
always must be kept there, but it keeps running through. The classi¬ 
fication of current assets is undoubtedly the most important classification 
in a balance sheet, as current assets largely determine the going solvency 
of a business concern. 

^'Current assets,” according to one of the outstanding students of 
statement analysis, “are such assets as in the orderly and natural course 
of business move onward, through the various processes of production, 
distribution, and payment for goods, until they become cash or its 
equivalent, by which debts may be readily and immediately paid.”^^ 
The current assets are cash, temporary investments which are readily 
convertible into cash, receivables, merchandise, and advances on mer¬ 
chandise. All these items, with the exception of temporary investments 
in readily marketable securities, which are the “equivalent” of cash, 
are convertible into cash by successive steps in the normal operations of a 
business. This classification does not include the cash surrender value 
of life insurance, as such an item is more in the nature of a semipermanent 
investment. It is not used in the normal operation of a business; it 
does not represent working capital; and it rarely is used as a basis for a 
loan except when all other sources of credit have been used or are unavail¬ 
able. Cash, securities of the United States government (when negoti¬ 
able) such as bonds. Treasury notes, and certificates of indebtedness, 
securities of Federal agencies, most securities of states and municipalities, 
receivables for the sale of merchandise, and readily marketable (gener¬ 
ally listed) stocks and bonds when not values in excess of market, as 
explained in Chap. VI, are also termed liquid or quick assets. Current 
assets consist of any one, any combination, or all of the following eight 
items: 

1. Cash on hand and in a bank or banks 

2. United States government (when negotiable). Federal agencies, 
state, and municipal securities 

3. Accounts receivable for the sale of merchandise 

4. Notes receivable for the sale of merchandise 

5. Trade acceptances for the sale of merchandise 

6. Merchandise—finished, in process, and raw material 

Smith, Adam, The Wealth of Nations, pp. 262-263 (Modern Library Edition, 
New York, 1937). 

Wall, Alexander, How to Evaluate Financial Statements, p. 11 (Harper & 
Brothars, New York, 1936). 
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7. Advances on merchandise 

8. Marketable securities 

It is from these items that funds are provided, day in and day out, 
to meet maturing obligations whether for wages, the payment of merchan¬ 
dise, insurance, rent, taxes, or interest, to meet a current installment 
on a note given in payment of a recently acquired piece of machinery, or 
any other business purpose. These assets provide the current funds 
that keep a business enterprise running from week to week and from 
month to month. 

1. Cash on Hand or in a Bank or Banks .—In the daily operation of 
a business enterprise, cash is increased by the sale of assets for immedi¬ 
ate payment and by the collection of receivables, and simultaneously 
decreased by the withdrawal of funds to meet obligations. When it is 
evident to the operating management that cash will be too low to meet 
obligations on time in the near future, cash is replenished temporarily 
if the concern is able to obtain a short-term loan from its bank, from 
some other financial institution, from officers, directors, friends, or 
from others on an unsecured or on a secured basis. If the management 
is unable to borrow the funds, payments of maturing obligations are 
deferred until funds are available or until a settlement is made under a 
compromise agreement or under bankruptcy. 

At times it is important for the analyst to know how much cash is 
actually on hand, that is, how much is held by the concern itself, and 
how much by each of its depository banking institutions. Many of the 
balance sheet blanks used by commercial banking institutions call for 
this segregation, for the reason that cash in banks, and particularly if 
there is only one depository bank, is more easily verified than cash on 
hand. Any situation where the amount of cash in a bank or banks as 
shown on the balance sheet is greater than the sum actually on deposit 
calls for an immediate explanation; every so often this discrepancy is the 
basis for detecting a fraudulent financial statement. Cash on hand is 
more easily misrepresented, particularly in the unaudited balance sheets 
of small concerns, by including ‘temporary’’ loans to officers, advances 
to salesmen, demand notes, and outright exaggeration without any basis. 
When the amount of cash on hand is relatively large, an explanation or 
investigation should always be made as many of these unusual situations 
are found to be the result of deliberate action rather than oversight. 

In addition to these peculiarities against which the analyst must 
ever be on his guard, there are four unique situations regarding cash 
which appear not infrequently over the signature of independent public 
accountants and which, when discovered, throw an entirely different 
light on balance sheet figures: 

A. Occasionally, cash which should have been set aside under a sepa- 
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rate caption in the balance sheet as funds earmarked for a specific pur¬ 
pose, such as retiring some portion of a funded debt or preferred stock, is 
included with the unrestricted cash. The entire amount of cash as 
shown in the balance sheet is always assumed to be at the disposal 
of the enterprise for general purposes,^® a situation which the management 
in this instance knows to be quite contrary to existing facts. The 
financial statement forms suggested for use by the Federal Reserve 
Bank of New York have been prepared with this situation in mind by 
including the brief explanation that the item of cash should represent 
“Cash on hand, and unrestricted in banks.’’ 

B, If a concern does business in one or several foreign countries, it 
is always expedient to obtain a breakdown of cash, showing the amount 
in the United States and the amounts in the various foreign countries. 
In times of peace, the value of such cash varies from day to day with 
fluctuations in the rates of foreign exchange; in abnormal times the 
restrictions on the withdrawal of funds from foreign countries vary 
from minor requirements to absolute prohibition, from the temporary 
freezing to the possible total loss of funds. 

C. In the case of a consolidated balance sheet, where one or more of 
the subsidiaries whose assets and liabilities are consolidated operate 
in foreign countries, it is often expedient for the analyst to obtain a 
breakdown of the cash showing the amount in the names of the parent 
company and of each subsidiary in each foreign country. Unusual situa¬ 
tions have occurred where consolidated balance sheets disclosed an 
apparently satisfactory condition until these details were obtained. 
Then it was immediately apparent that the parent company was short on 
cash, that the bulk of the cash shown in the consolidated figures was 
in the name of one or more subsidiaries, and that a high percentage of 
that cash was in foreign countries and not readily available. 

Z). Cash in closed banks should always be carried as a separate item 
and never as a current asset, as such cash is not available for the general 
daily use of a business. 

Where any one of these four situations is discovered, the balance 
sheet figures must be adjusted before an analysis is made. Any and 
all amounts included in cash that are not strictly cash, such as loans, 
advances, and notes, and any amount not currently available for the 
unrestricted general use of the business must be deducted from the cash 
shown in the original balance sheet, and such amounts included under a 
proper caption among the miscellaneous assets. These amounts by no 
stretch of the imagination are current assets. 

An important lawsuit which covered this situation was brought in 1934 by a 
stockholder of the defunct G. L. Miller & Co., Inc., against a firm of public accountants 
that certified a financial statement in which the cash item included $1,377,000 of 
restricted funds, with no enlightenment or explanation. See footnote 8, Chap. XXIV. 
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Commercial banks and trust companies^ particularly those in large 
cities, commonly require a borrowing account to maintain cash balances 
on deposit that bear some fairly definite relationship to the line of credit 
or to average yearly borrowings. In most banks, the deposit requirement 
is between 10 and 20 per cent. In other words, if a borrower has an 
established confirmed line of credit of $100,000, the bank balance should 
normally average between $10,000 and $20,000. These percentages are 
not hard and fast, but as a rule a depositor that maintains an average 
balance of $1,000 would hardly be eligible for a loan of $100,000. Other 
things being equal, a depositor that maintains an average balance of 
$1,000 is not entitled to the same credit as a depositor with average 
balances of $10,000. 

This rule of compensating balances varies somewhat under different 
circumstances. If the banking system of the country has a large amount 
of excess reserves, and if little demand exists for commercial loans, bank¬ 
ers will not be quite so strict in the application of the requirement for 
adequate balances. In a period when demands for loans are great, there 
is a natural tendency to hold more closely to the general policy of com¬ 
pensating balances. Proportionate balances play no part in analysis 
when a concern is obtaining its current financing from a factor, a discount 
finance company, a sales finance company, the officers, the directors, or 
friends or relatives of the owners. 

In addition to this general but practical relationship between the 
amount of unrestricted cash and lines of bank credit, it is also very 
expedient that actual cash be sufficiently large to cover all operating 
expenses, exclusive of merchandise invoices, for a minimum period of at 
least 1 month. There should always be sufficient funds to pay salaries, 
wages, rent, taxes, light, heat, telephone, and other essential services. 
Any excess over this absolute minimum, as a general thing, places a 
concern in an improved financial condition. In Chap. V, it will be 
shown how important this absolute minimum requirement is for smaller 
business enterprises that have no lines of bank credit. In the case of 
concerns that do have lines of credit, funds are generally borrowed for 
seasonal operations so that cash, after excluding the necessary bank 
balance, does not fall below this practical minimum proportion. 

2. United States Government, Federal Agencies, State, and Municipal 
Securities, —After the passage of the Lend-Lease bill by Congress in 
March, 1941, and the subsequent entry of the United States as an active 
participant in the Second World War in December, 1941, business enter¬ 
prises in every line of business activity, as well as millions of individuals, 
began to invest in War bonds. 

Over the years, funds have also been sought from the investing 
public by numerous agencies of the Federal government created by the 
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New Deal. Several of these agencies, such as the Reconstruction Finance 
Corporation, the Commodity Credit Corporation, the Home Owners^ 
Loan Corporation, and the Federal Farm Mortgage Corporation, sell 
to the public bonds, notes, and debentures guaranteed by the Federal 
government. Others, such as the Federal Land banks. Federal Home 
Loan banks, and the Federal National Mortgage Association, sell securi¬ 
ties on their own responsibility and without the guaranty of the Federal 
government to the public. 

Second in standing only to the securities issued or guaranteed by 
the Federal government are the securities of states^^ and municipalities. 
In the not too distant past, quite a few municipalities have defaulted 
in paying interest and in meeting maturities. Bond issues of munici¬ 
palities in default^® are not current assets; they are miscellaneous assets 
until such time as the financial condition of the particular municipality 
is revamped. Securities of the Federal government, of agencies of the 
Federal government, of states and municipalities normally do not 

i^Ten states either have no general obligation bonds in the hands of the public 
or have only a negligible amount. They are Arizona, Florida, Idaho, Indiana, Iowa, 
Kentucky, Nebraska, Nevada, Texas, and Wisconsin. Five other states—Georgia, 
Oklahoma, Utah, Virginia, and Washington—have their publicly held general obli¬ 
gation bonds entirely covered by sinking funds. Among these 15 states, however, 
several have ‘^permanentloans to their own funds, and the agcmcies of several have 
issued limited obligation securities. For example, the Indiana Armory Board, Board 
of Agriculture, and State University, all state agencies, have limitcid obligation 
securities outstanding; Kentucky has certain interfund obligations and its Highway 
Department, special Bridge Commission, Military Department, Board of Education, 
and other agencies have bonds outstanding. Most of the other 33 states also have 
outstanding such agency debts, in many instances because this method of borrowing 
successfully evades constitutional restrictions on the issuance of general obligation 
bonds. In the most recent summary of state debt reported by the Bureau of the 
Census (June 30, 1948), not a single state is listed without either general obligation or 
special revenue bonds outstanding. The total gross debt of the states at June 30, 
1948, according to the Bureau of the Census, was $3,722,000,000 and the net long¬ 
term debt was $2,946,636,000. The gross state and local debt combined, as of 
June 30, 1948, was $18,644,000,000, compared with a high of $20,209,000,000 as of 
June 30, 1940. 

The number of local government units in default on debt declined from a reported 
peak of 3,252 at Aug. 1, 1935, to 240 at Jan. 1, 1949, according to The Daily Bond 
Buyer. The latter number included 19 counties, 116 cities and towns, 95 school dis¬ 
tricts, and 10 road and other districts. These defaults represented 24 states but over 
one-third, 83, were in Florida. Texas accounted for 42, Colorado for 24, and Pennsyl¬ 
vania for 16. Most of the 240 units in default early in 1949 were small places and 
none of the more important cities and counties was included. While, in the acute 
period of the depression, one state, Arkansas, and several prominent local units, 
including such places as Akron, Atlantic City, Detroit, Miami, Toledo, and Cook 
County, Illinois, did default on their bonds, these defaults were of relatively short 
duration and were cured by refunding operations, most of which involved little or no 
scaling of principal or interest. The current existing defaults are mainly in over- 
promoted resort or suburban areas and submarginal agricultural territory whose 
debts are entirely out of proportion to resources for payment. A number of these 
small units have sought or are seeking composition of their defaulted debts in the 
Federal courts under the Municipal Bankruptcy Act. According to the American 
Bar Association's Committee on Municipal Debt Readjustment, to Jan. 1, 1949, 
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fluctuate greatly in market value. The market values of even the best 
securities do, however, fluctuate in keeping with interest rates. With 
this fact in mind, these securities should be carried in balance sheets at 
values not in excess of market. If carried at cost, and cost is greater than 
market on the statement date, the figures should be adjusted when 
posting, by deducting an amount to bring the value of the securities to 
market, and by deducting a similar amount from the surplus account. 

Some accountants set up United States Treasury tax-anticipation 
notes as a deduction from accrued Federal taxes and show only the 
excess of such taxes over the amount of the notes at a so-called “net'' 
figure. Purchase of these tax notes does not reduce the tax liability 
but is an indication of the steps that have been taken toward meeting 
Federal taxes. The tax liability is not discharged until the tax notes 
have been turned over to the Collector of Internal Revenue in payment of 
taxes. It is the considered opinion of the author that the full tax liability 
is a current liability until paid, and that the tax-anticipation notes 
should unequivocally be shown as a current asset. Moreover, the 

petitions had been filed under the 1937 act by 290 cities, counties, school districts 
drainage, irrigation, and other districts. At that date there were pending in the 
several United States District Courts 52 cases of which 14 wore cities, 12 drainage 
districts, 10 irrigation districts, and the remainder towns, villages, and other types. 
When the number of local government units recently in default is compared with the 
approximately 155,000 political subdivisions, which include 3,050 county organiza¬ 
tions, 18,919 town or township bodies, 16,220 municipalities, 108,579 school district 
units, and 8,299 units operating as special districts (Report of the Bureau of the 
(Census dated Jan. 1, 1945) in the United States, it is not surprising that municipal 
bonds as a class are regarded as current assets. 

There have been enough defaults, however, to show that by no means all munici¬ 
pal securities are entitled to be so classified and that some arc quite vulnerable to 
changing economic conditions. It would be unwise to judge a bond to be sound 
merely because it was a municipal, without having some knowledge of the resources 
of the community, its taxing power, its debt load, its current financial position, and 
its management. The term municipal is used, moreover, to cover an increasingly 
wide variety of obligations, differing as to the nature of the security for their payment 
and often as to the quality of the security. Among the important types arc: general 
obligation bonds supported by legally unlimited taxing power; general obligation 
bonds supported by legally limited taxes; general obligation bonds supported both 
by the taxing power and by the pledge of the earnings of a public service enterprise; 
bonds, notes, and warrants secured only by some one or more limited sourc^es of tax 
revenue; revenue bonds payable solely from the earnings of a public service enter¬ 
prise, such as a water system, electric plant, toll bridge, or housing project; special 
assessment bonds payable primarily from assessments levied on property benefited 
by a local improvement but contingently a responsibility of the municipality; and 
special assessment bonds payable solely from such assessments. Defaults on this 
last type, not included in the totals shown above, have been extensive and investor 
losses have been large. This summary by no means covers all the types and sub- 
types of municipal securities, but it does indicate the necessity for discrimination in 
the appraisal of obligations listed under this general title. 

While this undoubtedly is the preferable practice, the Committee on Accounting 
Procedure of the American Institute of Accountants stated in Accounting Research 
Bulletin No. 14 issued in January, 1942, that ^* ... It is also good accounting prac¬ 
tice that they [that is, tax notes] be shown as a deduction from the accrued liability 
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negotiable value of these notes is not confined to the payment of taxes 
alone as they may be redeemed for cash at par. 

In the Revenue Act of 1942, provision was made for the return, as 
a postwar credit, of 10 per cent of the excess-profits tax paid by a corpo¬ 
ration on its 1942 earnings. This provision was continued in the 1943 
and 1944 tax laws. For this credit the government issued bonds at par, 
with maturity dates 2, 3, and 4 years after the cessation of hostilities. 
These bonds bore no interest, were nonnegotiable, and could not be 
transferred, exchanged, assigned, pledged, or hypothecated. Under the 
Tax Adjustment Act of 1945, which became law on July 31, 1945, the 
maturity of all outstanding postwar tax refund bonds, as these securi¬ 
ties were termed, was changed to January 1, 1946. This postwar credit 
appeared in all balance sheets of corporations that had included pro¬ 
visions for excess-profits taxes payable to the Federal government on 
1942, 1943, or 1944 earnings. Until the passage of the Tax Adjustment' 
Act of 1945, postwar refund bonds were classified as a miscellaneous 
asset, after that as a current asset. 

3. Accounts Receivable for the Sale of Merchandise ,—Accounts receiva¬ 
ble are classified as a current asset only when they represent amounts 
due for merchandise sales in the normal course of everyday operations. 
A reserve for doubtful accounts should be set up against slow and doubt¬ 
ful items, but too often this practice is not followed, especially in the 
case of unaudited figures. If any unreasonable proportion of this item 
is past due and questionable, this fact can generally be discovered by an 
analysis of the receivables as described in Chap. XIII. If any of the 
receivables have been pledged or assigned as collateral for a loan to a 
commercial bank, to a sales or discount finance company, or to any 
other institution, that information should appear in the balance sheet, as 
such receivables are subject to the prior claims of the secured creditor. 
At times it does not so appear, 


for such taxes in the current liability section of the balance sheet.” In part explana¬ 
tion in an attempt to make this decision jibe with other accounting theory, the Bulletin 
contains the following fascinating sophistry: ^qt is a general rule of accounting that 
the offsetting of assets against liabilities in the balance sheet is improper and it is 
recognized that the purchase of the tax notes is not, technically, a payment or dis¬ 
charge of the tax liability. It is not intended that the permissible accounting pro¬ 
cedure of showing the notes as a deduction from the tax liability is to be interpreted 
as in any way relaxing or modifying the general rule against offsetting.” In other 
words, there must be no relaxing or modifying of this general rule of accounting while 
breaking that rule 1 By the same theory, excess cash may be used as an offset against 
any one of several liability items. If the offset is not noticed by the analyst, the rela¬ 
tionship of the current assets to the current liabilities and the current liabilities to 
the tangible net worth will be determined incorrectly; that, of course, is the basic 
purpose for offsetting. No one questions the fact that the full tax liability exists on 
the balance sheet date regardless of whether tax notes have been accumulated or not. 

Recently a situation developed where the accounts receivable of a corporation 
in two successive years dropped from $800,000 to $300,000. In investigating the 
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Accounts receivable due for the sale of a plant, for the sale of used 
machinery, or from officers, directors, salesmen, or other employees 
are not current assets; they are miscellaneous assets. If the accounts 
receivable are knovm to include such amounts, the figures must be 
adjusted by making these deductions so that the accounts in the current 
assets represent only sales of merchandise in the normal course of business. 

Accounts receivable due from subsidiary or affiliated concerns should 
likewise be segregated and carried separately in the balance sheet. In 
every case, these items should be carefully studied and investigated. 
Such an item may represent normal sales made on regular terms that 
are met promptly on those terms. On the other hand, the subsidiary 
or affiliate to whic.h the sales were made may be in an extended financial 
condition and the particular receivables may be running several months 
past due. In view of the community of interest it may be difficult or 
impossible to press for payment and the receivables may represent at 
best a temporarily frozen asset. Moreover, particularly in unaudited 
figures, the accounts receivable from a subsidiary or an afiiliate may 
represent, not merchandise sales, but direct loans for working capital, 
which may be repaid shortly or which may represent a fairly permanent 
loan. Because of this variety of circumstances, it is always desirable to 
have receivables due from a subsidiary or an affiliate separate from other 
receivables; if in the investigation any slight indication is found that the 
receivables are not due for normal merchandise sales or that they are not 
or will not be paid on regular terms, or that the receivable is really a 
loan, the item should be taken out of the current assets and carried as a 
miscellaneous slow asset. In studying such an item, it is generally 
necessary not only to obtain an explanation from the management for 
the occasion and circumstances for the origin of the item, but also to 
obtain and to analyze the financial statement of the subsidiary or the 
affiliate. At times, the item may represent funds due not from one but 
from several subsidiaries and affihates. 

The subject of accounts receivable due from subsidiary and affiliated 
concerns is treated in a particularly thorough manner in the long financial 
statement form suggested for use by the Federal Reserve Bank of New 
York. Three different figures are requested. First is the regular item 
of accounts receivable but carrying the explanation, current and col- 
lectible from customers, except subsidiaries, eteJ^ Second is the item 
‘'Due from subsidiaries and affiliates, current acets. only, for goods, 
within regular terms.’^ Third is the interesting segregation discussed 

circumstances, it was discovered that the corporation during the year had organized 
a subsidiary corporation to which it had transferred $500,000 of its receivables. These 
receivables had then been assigned by the subsidiary to a commercial bank as security 
for a loan. This fact failed to show up in the balance sheet of the parent company 
as the management refused to issue consolidated figures; the individual figures of the 
parent company merely showed its stock investment in the borrowing subsidiary. 
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in the preceding paragraph, ‘‘Due from subsidiaries and affiliates, loans, 
advances, slow receivables.’^ In our classifications, the first two items 
are current assets, while the third item is a slow miscellaneous asset. 

As a result of the open-accoimt practice of handling merchandise 
transactions, there has developed a bewildering number of wholly 
different terms of sale.^^ Every industry has its own customs, and in 
practically every industry the recognized terms of sale are constantly 
being modified by particular concerns so that a process of evolution is 
always going on. In some instances substantial inducements in the 
form of cash discounts are offered for early payment; in other cases 
obligations are normally permitted to run on open account for several 
months. Accounts receivable arising from the sale of merchandise are 
generally unsecured, and normally are very liquid. 

4. Notes Receivable for the Sale of Merchandise .—The widespread use 
of open-account terms of sale in American commerce resulted from the 
great changes that came about in the methods of transacting everyday 
business on a fluctuating paper currency during the Civil War, and 
subsequently from the beginning of the practice on the part of banking 
institutions of granting credit to business enterprises on an unsecured 
basis. Immediately prior to the Civil War, nearly all manufacturers 
and wholesalers sold merchandise on credit terms that were met by notes 
receivable and trade acceptances running from 6 to 8 months. 

Today, there are only two lines of business activity in which it is the 
customary practice to settle trade obligations by giving notes: the 
jewelry trade and the fur trade.^^ There are three other divisions where 
notes are often used, although customary terms of settlement are on the 
open-account basis: dealers in leaf tobacco, manufacturers of automobile 
tires,and manufacturers of machinery and equipment that sell, when 
necessary or desirable, on installment terms. 

Steiner, W. H., The Mechanism of Commercial Credit (D. Appleton-Century 
Company, Inc., New York, 1922). See also Beckman, Theodore N., Credits and 
Collections in Theory and Practice^ 3d ed., pp. 601-606 (McGraw-Hill Book Company, 
Inc., Now York, 1938); and Foulke, Roy A., Organization of British Subsidiaries by 
American Business Corporations^ pp. 68-72 (Dun & Bradstreet, Inc., New York, 1948). 

*2 The typical jewelry manufacturer that purchases precious stones, and the jewelry 
retailer, both buy on 4 to 6 months^ terms and generally give promissory notes in 
payment. In the fur trade, the fur dealer selling to the manufacturing furrier sells 
on notes which have an average maturity of 4 months. Raw furs are sold at auction 
for cash to dealers, but from that point through the various processing and manu¬ 
facturing stages up to and including the final sewing of the fur garments and fur 
trimmings, and the subsequent sale to retail outlets, notes and trade acceptances are 
used extensively. Interest is charged at the rate of 43^ to 6 per cent per annum after 
the first 60 days, in view of the fact that purchasers have available to them the terms of 
2 per cent discount in 60 days. Anticipation is allowed at the interest rate. 

2® Buyers of leaf tobacco in the domestic market, other than the important manu¬ 
facturers of tobacco products that purchase principally at auction for cash, consist 
largely of smaller manufacturers of cigars and cigarettes and tobacco dealers. A 
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In practically all other lines of commercial and industrial activity, 
the practice of settling merchandise obligations by notes, being unusual, 
is a general indication that the buyer is not as strong financially as 
competitors that purchase their merchandise on regular open-account 
terms. Under these circumstances, notes receivable generally arise in 
three ways: (1) when a buyer desires extra terms which are longer than 
those established in the particular division of trade, the seller might be 
more inclined to grant the longer terms if acknowledgment of the debt 
is immediately made by a promissory note; (2) if a buyer is weak finan¬ 
cially, a note is often taken as a written evidence of the obligation; and 
(3) to close out a past-due account on the theory that the obligation is 
thus acknowledged. In case of suit, the sum might thereby be more 
easily collected than if evidenced only by an open book account. With 
the exception of the specific lines of business mentioned, typical promis¬ 
sory notes that comprise the item of notes receivable in the balance 
sheet are generally given by the less desirable accounts. 

Any amount due from a subsidiary or affiliate that is found to be 
included in notes receivable should be segregated, studied, investigated, 
and handled in the same manner as accounts receivable due from a 
subsidiary or affiliate. LikeAvise, any amounts due for sales other than 
merchandise in the normal course of business, such as the sale of used 
machinery, sums due from oflScers, directors, salesmen, or other employees, 
should be deducted and included as slow miscellaneous assets and not as 
current assets. 

It is not unusual to run across a balance sheet with a footnote showing 
contingent liabilities for notes receivable discounted with a commercial 
banking institution or a finance company. In this situation, the analyst 
should adjust the balance sheet by adding the amount of the discounted 
notes receivable to the item of notes receivable in the current assets, and 
then add a corresponding sum to the amount due to banks, carried in the 
current liabilities. If this practice is not followed, the balance sheet 
will not have been set up on a comparative basis so that an intelligent 
comparison may be made between respective items from year to year. 
This practice is absolutely essential for sound analytical deductions. 


buyer whose credit standing is not well established usually is sold on cash terms. 
A buyer whose credit is well established is usually allowed terms of 2 per cent discount 
for cash payment, net 30 days, or a 6 months^ note. On these terms the net amount is 
due 6 months after the purchase date. In the sale of automobile tires the customary 
terms used by the manufacturer selling to wholesalers are 10th prox. However, 
during the winter months of November, December, January, and February, when 
sales to wholesalers are usually at a low level, manufacturers give season^s dating. 
On shipments made in November and December, terms call for equal payments in 
March, April, and May. No down payment is required. On shipments made in 
January and February, terms call for equal payments in April, May, and June. 
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5. Trade Acceptances for the Sale of Merchandise ,—In the years 
following the First World War, an effort was made by a group of Amer¬ 
ican businessmen to resurrect the use of trade acceptances, which had 
been an extensive medium for settling merchandise obligations from the 
days of the early colonial settlements down to the Civil War. The 
American Acceptance Council was organized to distribute publicity 
showing the distinct advantage of selling on trade acceptance terms. 

Notwithstanding this intensified crusade, the typical American 
businessman continued to favor the established practice of settling by 
check after examining monthly statements. In addition, banking insti¬ 
tutions showed no particular inclination to favor the change. In lines 
of business where a cash discount was allowed for early payments, the 
financially strong buyers naturally persisted in buying on those terms 
and in taking the discount so essential to proper modern business opera¬ 
tion. The American Acceptance Council finally went out of existence in 
1937. At the present time trade acceptances are only occasionally and 
sporadically used. They are invariably classified and carried by auditors 
and bookkeepers as part of the notes receivable. 

6. Merchandise — Finished^ in Process, and Raw Material. —Merchan¬ 
dise is the largest and the most important item in many balance sheets, 
of both large and small concerns. Unlike accounts and notes receivable, 
merchandise does not represent definite claims to dollars. Merchandise 
must first pass through the sales process before it reaches the stage of 
representing an absolute monetary claim. The number of opportunities 
for misrepresenting its value are practically limitless. The general 
practice of the more responsible business enterprise is to value inventory 
at cost or market, whichever is lower, but the very methods of determin¬ 
ing exactly what is ^‘cost or market, whichever is lower” are so varied 
and give such different results in the aggregate amount that they are 
discussed in considerable detail in Chap. XI. 

Until recent years, all well-managed concerns took a physical inven¬ 
tory, that is, actually counted and valued each item of merchandise on 
hand, as of approximately the statement date. Then along came the 
retail method of valuing inventory. By this method a physical inven¬ 
tory is taken at least once a year in each department of the store and the 
inventory records adjusted to this actual count. As the retail method 
came into widespread use, concerns in many lines of industry and com¬ 
merce developed more and more accurate statistics showing a continuous 
record of incoming and outgoing stocks. These perpetual-inventory 
records have, in many large corporations, become so accurate that the 
book inventory varies only nominally from the physical inventory when 
taken. The inventory of less responsible and smaller concerns is often 
See Chap. XI, p. 302. 
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an estimated figure and is generally so recognized by the round numbers 
with which the item appears on the balance sheet. 

The more comprehensive financial statement forms of commercial 
banking institutions, Dun & Bradstreet, Inc., and larger mercantile 
concerns, invariably call for a breakdown of the inventory of manu¬ 
facturers into three parts, raw materials, in 'process, and finished merchant 
dise. The statement form of the National Credit Office, Inc., for the 
cutting-up trades in the textile industry, in addition to this traditional 
segregation, also requests the amount carried as sample lines. The long 
financial statement forms of the Federal Reserve Bank of New York 
also request a segregation of supplies under inventory, a segregation 
which, as subsequently explained, is generally carried as a slow miscel¬ 
laneous asset. The size of each of these divisions of the inventory 
depends upon the statement date. If the natural business year^^ is 
used, raw materials, in process, and finished merchandise will generally 
be at their low point; if the date is early in the season, raw material will 
be relatively heavy; a little later, merchandise in process will be relatively 
substantial; and then, as manufacturing gets well under way, the finished 
merchandise will be heavy. Certain of the statement blanks used by 
Dun & Bradstreet, Inc., also request (1) the amount of inventory pledged 
or held subject to sales lien, and (2) the amount of merchandise in transit 
that has not been included in the assets or the liabilities. 

Raw materials naturally have a wider market than the finished mer¬ 
chandise, and in case of need, generally can be sold readily. Seasoned 
lumber can be sold more readily than furniture, woolen and worsted 
cloth more readily than men’s or women’s suits, grey goods more readily 
than printed cotton cloth, and high-carbon-steel bars more readily than 
machinery. The analyst must keep in mind at all times when he is 
studying financial statements that he is really analyzing the business, 
and that the condition reflected by financial statements on his desk has 
changed while those very figures were being prepared. Perhaps 2 or 3 
or 4 months have passed since the statement date, and the raw material 
on hand has increased or decreased. Whether it is more or less can be 
reasoned from a knowledge of the seasonal operations of the concern, but 
confirmation of a most exact and reliable nature may be obtained by 
requesting that the figure of the inventory be broken down into these 
three divisions as of the first of the current month as shown by the 
perpetual-inventory records, when such records are kept. 

Merchandise in process generally represents the value of raw material 
to which has been added labor and a proper proportion of the indirect 
expenses of production such as light, heat, power, depreciation on 
machinery, and burden. Where highly coordinated cost systems have 
See Chap. VII, pp. 205-211. 
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been properly instituted and carried out, it is possible to value this part 
of the inventory with real accuracy. To smaller manufacturers the costs 
of carrying on such systems are prohibitive. ‘‘However crude the 
accounting system, no concern of any size is without some sort of cost 
records,’’ explains Montgomery from the viewpoint of the auditor. 
“It may be difficult to get access to them, because many so-called 
practical superintendents are strangely uncommunicative about their 
determinations of cost. They contend, with much vigor, that modern 
cost systems are complicated and not good. These superintendents 
believe that they can calculate their costs accurately without so much 
detail; but they rarely consent, voluntarily, to open up their records. 
Yet there is nearly always somebody who prepares cost figures. . . . 

The inventory of retail and wholesale enterprises is finished mer¬ 
chandise purchased from others. That portion of the inventory of a 
manufacturer which is finished merchandise has been produced on the 
premises, and the value, as we have seen, is a computed cost. There 
is always the necessity of making a sale to convert the finished merchan¬ 
dise, part by part, into receivables or, in the case of cash retail stores, into 
cash. At times, merchandise that is partly or wholly worthless from a 
market point of view, because of age and general deterioration, or because 
of changes in demand, style, and fashion, is included. In such cases 
the inventory is correspondingly inflated and heavy, and it is the 
job of the analyst to interpret that condition from his study of the 
figures. 

In many audited and unaudited balance sheets, the item of supplies 
is carried in the inventory. Supplies might consist of coal at a mill, 
wrapping paper and twine in a retail store, boxes in an apple orchard, 
stationery and office supplies in any good-sized concern. In analyzing 
balance sheets, any item of supplies carried in the inventory should be 
deducted and carried among the slow miscellaneous assets. Even though 
the supplies are valuable and will gradually be utilized, the fact remains 
that such an item is no part of the inventory; it should always be segre¬ 
gated; and it is rarely, if ever, a current asset. 

7. Advances on Merchandise .—^An advance on merchandise is a slower 
asset than merchandise, as the initial step of obtaining possession of the 
merchandise must be made before the merchandise may then be con¬ 
verted into accounts or notes receivable. This item is an important 
one in case of canners of fruits and vegetables that advance seed and 
fertilizer, or make loans to farmers to finance the growing of the crops 
needed for canning. It is important to manufacturers which obtain 
parts for an assembly line from outside concerns that are in weak finan- 

Montgomery, Robert H., Auditing Theory and Practice^ 6th ed., p. 146 (The 
Ronald Press Company, New York, 1940). 
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cial condition and that require the advance of funds to carry on their 
operations. 

8. Marketable Securities ,—^An item of marketable securities, to be 
carried as a current asset, must represent surplus cash which has been 
invested in stocks or bonds that are known to be readily marketable 
and that may be liquidated at a moment’s motice when the cash is 
needed in the business. Such securities generally are listed on a national 
security exchange, although in occasional instances they may represent 
stocks in banks, trust companies, insurance companies, or well-known 
industrials, public utilities, or railroads that are known to have an active 
over-the-counter market and are quoted daily. These securities should 
be valued at cost or market, except when cost is greater than market. 

If there is any doubt whatsoever as to whether a particular security 
has an active market, it should be eliminated from the current assets. 
If any securities are included which obviously are owned for the purpose 
of controlling a substantial interest in one or more corporations, and not 
as a short-term investment, the values of these securities should be 
eliminated from the current assets. 

Marketable securities are constantly fluctuating in quoted value. 
Many operating managements, however, continue to carry the invest¬ 
ments at cost. Obviously, securities which have cost $15,000 and have 
dropped to $8,000 in market value should not be carried in the current 
assets at $15,000. The fact that the investment, at times, is carried at 
the cost of $15,000 is one of the conventions of the accounting profession. 
These assets are currently worth no more than the market quotation, no 
matter what the cost might have been. In fact, if the securities consist 
of a large block of stocks or bonds, and there is little support to the market 
at the time, even the market quotation may not be realized in full 
liquidation. In this predicament it is advisable for the analyst to write 
down the value of the securities to market, reduce the surplus the same 
amount, and then carry the item in the current assets. Such an adjust¬ 
ment is necessary to obtain a clear picture of the financial condition 
of the business enterprise. Rules of the Securities and Exchange Com¬ 
mission define marketable securities when carried as a current asset as 
follows: 

Include only securities having a ready market. Securities of affiliates shall not 
be included here. State in the balance sheet the basis of determining the amount 
at which carried. The aggregate cost and aggregate amount on the basis of 
current market quotations shall be stated parenthetically or otherwise.^^ 

Simultaneously, a registrant must file a schedule with the Securities 
and Exchange Commission giving the name of each issuer of a marketable 


Regulation S-X, p. 12, Apr, 1, 1947. 
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security which is owned with the title of the issue, the number of shares 
or the principal amount of bonds and notes owned, the value at which 
each security is carried in the balance sheet of the registrant, and the 
value based on current market quotations at the balance sheet date. 
Each issue must be stated separately, except ‘'that reasonable groupings, 
without enumeration, may be made with respect to (1) securities issued 
or guaranteed by the United States government and (2) investments 
as to which the aggregate amount’’ carried in the balance sheet “is not 
more than two per cent of total assets.”^® 

Fixed Assets 

Adam Smith defined fixed assets just as soundly as he defined current 
assets. “Some part of the capital of every master artificer or manu¬ 
facturer must be fixed in the instruments of his trade,” he carefully 
wrote many years ago. “This part, however, is very small in some, and 
very great in others. A master tailor requires no other instruments of 
trade but a parcel of needles. Those of the master shoemaker are a 
little, though but a very little, more expensive. Those of the weaver 
rise a good deal above those of the shoemaker. The far greater part of 
the capital of all such master artificers, however, is circulated, either in 
the wages of their workmen, or in the prices of their materials, and repaid 
with the profit by the price of the work. In other works, a much greater 
fixed capital is required. In a great ironworks, for example, the furnace 
for melting the ore, the forge, the slit mill, are instruments of trade 
which cannot be erected without a very great expense. In coal works, 
and mines of every kind, the machinery necessary both for drawing out 
the water and for other purposes, is frequently still more expensive. 

Fixed assets are items not readily convertible into cash in the normal 
operations of a commercial or industrial business enterprise. These 
items, unlike inventory, are not subject to periodic purchase and sale. 
They are fairly permanent and although of the utmost importance to a 
going business enterprise, they are not liquidated in the orderly opera¬ 
tions of a business except as depreciation is added to the cost of goods 
sold. As Paton and Littleton explain in their synthesis, “A unit of 
plant is a ‘store’ of service-capacity, and the service is rendered in terms 
of the entire active history of the unit. . . . These ‘assets’ are in fact 
‘revenue charges in suspense’ awaiting some future matching with 
revenue as costs or expenses.”®® In a small concern they generally 

** Regulation S-X, Rule 12-02, p. 49, Apr. 1, 1947. 

The Wealth of Nations^ p. 263. 

Paton, W. A., and A. C. Littleton, An Introduction to Corporate Accounting 
Standards^ pp. 25, 82 (American Accounting Association, Chicago, 1940). 
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consist of one item, namely, fixed assets; in a large corporation they often 
consist of several or all the following six items: 

1. Land 

2. Buildings 

3. Machinery, tools, and equipment 

4. Furniture and fixtures 

5. Trucks and automobiles 

6. Leasehold improvements 

Few business enterprises v»ith a tangible net worth of less than 
$10,000 own land for business purposes, although the balance sheets of 
unaudited proprietorships and partnerships often contain such an item, 
representing outside means of the principals. Manufacturing concerns 
are the only ones that have such items as machinery, tools, and equip¬ 
ment on their books, and generally only the larger retail stores or chain 
organizations carry an item such as leasehold improvements. The 
figures at which any of these items are carried in the balance sheet may 
be the original cost, less accumulated depreciation; it may be a figure 
based on reappraisal; it may represent an estimate based upon the 
probable reproduction cost, or upon some other valuation, particularly 
in smaller concerns. Land should, as a general rule, be shown separately 
in a balance sheet as it is not ordinarily subject to depreciation. There¬ 
fore, it should be excluded from the other depreciable assets so as to 
reveal the valuation against which the reserve for depreciation is properly 
applicable. 

A piece of land, a building, or a plant that 10 years ago cost $100;000 
may have a current economic value of only $25,000. If the asset was 
land, it would generally be carried on the books at the cost of $100,000. 
If the asset was a building or a plant it would generally be carried at 
cost plus improvements, less accumulated depreciation. The fact that 
such an asset had fallen materially in market value might have been dhe 
to a depression, to the fact that the asset was purchased at an inflated 
figure, or to the fact that the neighborhood had changed and values had 

^‘Even in very condensed statements it is desirable that land at least be dis¬ 
played separately, apart from plant assets subject to depletion or depreciation. From 
an analytical viewpoint it is almost as bad to include an unrevcalcd amount for land 
in the total of assets against which allowances for depreciation and depletion apply 
as to omit showing the amounts of such allowances. The amount of depreciation 
and depletion allowances may be shown by deduction on the face of the balance 
sheet, by parenthetic statement after the item or items affected, or in a footnote, 
with preference in that order. It is essential that the basis or bases of valuation of 
plant assets be clearly stated, and in case valuations used vary appreciably from cost 
figures, the amounts of such differences, involving either appreciation or write¬ 
downs, should be indicated in some fashion. This important rule is not universally 
applied, and as a result, an intelligent analysis of many financial statements is well- 
nigh impossible.’^— Daniels, M. B., Financial Statements, pp. 23-24 (American 
Accounting Association, Chicago, 1939). 
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accordingly fallen. That an asset would be carried in a balance sheet 
at cost, considerably in excess of its actual economic value, is another 
so-called convention” of the accounting profession. It was such fixed 
assets of which George 0. May apparently was thinking when he explained, 
‘‘Writers of textbooks on accounting speak of the purpose of the balance- 
sheet as being to reflect the values of the assets and the liabilities on a 
particular date. They explain the fact that in many balance-sheets 
certain assets are stated at figures which are obviously far above or far 
below true values by saying that the amounts at which such assets are 
stated represent ‘conventional’ valuations. Such statements seem to 
involve a misconception of the nature of a balance-sheet.”*^ According 
to this school of thought a balance sheet is not supposed to reflect eco¬ 
nomic values, but merely values that have not been used up in business 
operations. 

It was this very point to which MacNeil took violent exception. For 
him, a balance sheet would be more nearly correct if fixed assets that 
had market values were carried at market—this might well involve 
annual appraisals—and nonmarketable reproducible assets at replace¬ 
ment cost less depreciation. For him appraisals, no matter how 
vast or complicated, would give values in balance sheets more 
representative of actual values than carrying at $100,000 a plant which 
was generally and widely known to be worth less than $25,000.** 

An elaborate schedule of property, plant, and equipment must be 
filed by registrants with the Securities and Exchange Commission. This 
schedule must give the major classifications, if practical, such as land, 
buildings, equipment, and leaseholds, the value at the beginning of the 
period, amount of additions at cost, amount of retirements or sales, 
other changes—debit or credit—and the amount at the close of the 
period. Simultaneously the registrant is requested to “comment 
briefly on any significant and unusual additions, abandonments, or 
retirements, or any significant and unusual changes in the general 
character and location of principal plants and other important units 
which may have occurred within the period.”*^ 

Miscellaneous Assets 

Miscellaneous assets are those not included in the preceding two groups 
(that is, current assets and fixed assets) which are not of an intangible 
nature. They are like the odd pieces of furniture that go to furnish a 

*2 May, George O., Audits of Corporate Accounts: Correspondence between the 
Special Committee on Cooperation with Stock Exchanges of the American Institute 
of Accountants and the Committee on Stock List of the New York Stock Exchange, 
1932-1934. 

*® See footnote 7, pp. 65-66. 

Regulation S-X, Rule 12-^6, p. 63, Apr*. 1, 1947. 
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home, not absolutely essential so far as livability is concerned but 
necessary to round out the picture. Miscellaneous assets consist of a 
variety of items^ the more common of which are the following: 

1. Cash surrender value of life insurance ' ^ 

2. Due from officers, directors, and employees 

3. Investments 

4. Investments in and advances to subsidiaries and affiliates 

5. Deferred charges and prepaid expenses 

1. Cash Surrender Value of Life Insurance, —Insurance is taken out, 
from time to time, on the lives of officers, partners, or executives of a 
business enterprise and the premiums paid by the business. At death 
the proceeds of the insurance policies are paid to the concern. Part of 
the premiums paid on life insurance of this nature generally accumulate 
and have a cash surrender value which is carried as an asset in the balance 
sheet. 

Some accountants set up the cash surrender value of life insurance as 
a current asset; many other accountants treat the item as we do, as a 
miscellaneous asset, keeping in mind, however, that it is an asset generally 
worth the stated amount. Occasionally the writer has run across 
situations where, upon inquiry, it was learned that a particular item was 
not the cash surrender value but the aggregate of all premiums paid, an 
amount somewhat greater than the cash surrender value and so inflated 
from the viewpoint of actual value. Such a practice would seem to have 
little justification in practical accounting. Those who consider the cash 
surrender value of life insurance as a current asset do so on the theory 
that current assets represent the sum of cash and all items that are 
readily convertible into cash. Almost every asset in the balance sheet, 
however, may readily be turned into cash if the price is sufficiently low. 

The cash surrender value of life insurance is in the nature of a fairly 
permanent growing investment. Rarely is it turned into cash. The item 
grows from year to year as additional premiums are paid, up to the time 
that the business enterprise obtains a windfall at the death of the insured, 
or until the concern goes out of business. When cash is needed in an 
emergency, the cash surrender value of life insurance is often pledged as 
security for a loan from the underwriting life insurance company or 
from a commercial banking institution. The item then is out of tempo¬ 
rary reach of general creditors or investors. It is evident from this 
explanation that, in no sense of the word, does the cash surrender value 
of life insurance create working capital, nor can it be used to meet current 
liabilities in the normal course of business operations. 

2. Due from Officers, Directors, and Employees. —Under unusual 
circumstances, comparative figures may indicate that an increasing 
amount of funds is being loaned to one or more officers, directors, and 
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em{)loyees. Diligent inquiry might develop the fact that one or several 
officers are living beyond their means and that funds are being borrowed 
from the business for vacation or other expenses, a policy which, in time, 
has wrecked many enterprises when the borrowed amount had reached 
large proportions and could not be repaid. On the other hand, amounts 
due from officers, directors, and employees may be decreasing as monthly 
payments are received on account. 

Amounts due from one or more officers, directors, and employees for 
advances are occasionally lumped with receivables for the sale of merchan¬ 
dise. This fact, if the amount is relatively large, may generally be dis¬ 
covered by the analysis of the receivables as described in Chap. XIII. If 
the exact amount may then be learned from the management, the balance 
sheet must be adjusted by decreasing the receivables by the amounts due 
from officers, directors, and employees and carrying this item as a mis¬ 
cellaneous asset. 

A separate schedule of this item is requested from registrants by 
the Securities and Exchange Commission. This schedule must show the 
name of each debtor, the balance receivable at the beginning of the 
accounting period, additions if any, amounts written off as uncollectible 
from each debtor, collections from each debtor, and the balance receivable 
at the end of the accounting period divided into two parts, current and 
noncurrent. 

3. Investments ,—Investment is a mystery item and a full explanation 
should always be obtained, with a detailed breakdown showing how each 
part is valued. Never should an item of investments be passed by or 
overlooked. It is a most uncertain and frequently a most misleading 
item. Under this head there may be included securities of the Federal 
government, securities or an investment of a speculative nature, listed 
and unlisted, or securities which are absolutely worthless. The invest¬ 
ment may be in some other business, or in a property that has nothing to 
do with the conduct of the main enterprise. This item often has a 
distinct bearing upon a clear understanding of the financial condition of a 
business enterprise. 

Here, for example, is a simple item of investments carried at $100,000 
in a balance sheet. What does the item represent? The balance sheet 
could be studied indefinitely and under existing accounting conventions 
no analyst would be one whit the wiser; he would never discover whether 
the item was a current asset or a slow asset. Let us see what such a 
simple item could mean, what it could actually represent. 

In the first place, the entire $100,000 might represent the value 
of listed securities, stocks, and bonds purchased for investment with 
surplus funds. But even here some additional explanation is necessary 

w Ibid,, p. 50. 
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to determine whether the $100,000 reprei^ents the cost of the securities, 
or their market value on the date of the statement; or even cost or 
market, whichever is lower, for each of the securities that make up the 
total. This information, according to present-day accounting practice, 
should be included in the balance sheet. Often it is not. The interpre¬ 
tation of this item in any analysis would be very different if the cost 
were $100,000 and the market value on the statement date only $40,000, 
than if the item represented cost of $100,000 and the market value was 
$140,000.®’' 

In the second place, the item might represent not listed stocks and 
bonds purchased for temporary investment, but controlling stock interest 
in one or several subsidiaries that the corporation had organized to carry 
on certain specific operations. Even then the analyst would have very 
limited information. At this point, if there were several subsidiaries, 
he would need a detailed breakdown giving the name of each subsidiary 
and the amount at which the investment in each is carried in this item. 
He would need additional information of an intimate character as to 
whether the stock interest in each of the subsidiaries was carried at cost, 
at book value, or possibly at some arbitrary figure. If detailed indi¬ 
vidual balance sheets could be obtained showing the financial condition 
of each of the subsidiaries, it would be evident at a glance whether the 
investment in each subsidiary was carried at its respective book value 
in the individual balance sheet of the parent company, or on some other 
basis. Then a separate analysis would need to be made of the balance 
sheets of each of the subsidiaries to determine whether they were in 
sound financial condition, or, as occasionally happens, whether one or 
several were on the verge of bankruptcy. 

In the third place, the item might represent a conglomeration of 
stock interests, each moderate in amount, in a large number of business 
enterprises. Some of these investments might have been made over 

^^The balance-sheet description should indicate the basis on which the amount 
[marketable securities] is stated, 'whether cost, current market, or other. If the 
balance-sheet amount is substantially different from the currently quoted values, 
then the amount of the latter should also be stated.”— Sandurs, Thomas Henry, 
Henry Rand Hatfield, and Underhill Moore, A Statement of Accounting Princi^ 
pleSj p. 72 (American Institute of Accountants, New York, 1938). “There has been 
a steady improvement over the years with respect to practice regarding the statement 
of marketable securities and other investments in the balance sheet. It is now 
considered good practice to indicate in the balance sheet the basis of valuation of 
marketable securities (i.e., cost, amortized cost, etc., or at market quotations, if 
lower than cost), whether such securities are classified in the current or noncurrent 
section of the balance sheet. The basis of the amounts at which permanent invest¬ 
ments are carried should be stated in the balance sheet.”— Montgomery, Robert H., 
Auditing Theory and Practice^ 6th ed., pp. 206-207 (The Ronald Press Company> 
New York, 1940). 

In accounting theory, readily marketable or listed securities should be carried 
as Marketable Securities and not under a caption of Investments, 
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the years to assist oflBicers and directors in outside ventures or to assist 
friends in personal ventures; some might represent stock investments 
made in accordance with business policies to hold or to build up sales, as 
when an institutional wholesale grocer purchases an interest in a success¬ 
ful restaurant; and still others might represent securities accepted in 
reorganizations where the concern was a creditor. 

To obtain the exact information in any individual case, it is absolutely 
necessary to secure a detailed segregation of the amount of the invest¬ 
ment carried in the balance sheet, with verbal explanations regarding 
each item in that breakdown from some one in the operating manage¬ 
ment. Further explanations would then be needed to ascertain whether 
one, or several, or all the items were valued at cost, market, book value, or 
some arbitrary amount. Not only could an investment item represent 
any one of these three types of assets but it could also represent the entire 
three types together. What chance would any analyst have of utilizing 
such an item in an intelligent study of the figures without the quite 
comprehensive information outlined in the preceding paragraphs? An 
item of investments is always important because the actual value might 
be appreciably above or below that shown on the balance sheet. 

4. Investments in and Advances to Subsidiaries and Affiliates .—An 
all-inclusive item of investments in and advances to subsidiaries and 
affiliates also has characteristics of a far-reaching nature which always 
need explanation. Such an item with its complexity and almost infinite 
ramifi(;ations has arisen from the development of big business and of the 
corporation as the basic unit of modern business. In order to evaluate 
its significance, supplementary information must be obtained from some 
member of the operating management or from the accountant. 

Let us consider this item by steps. First of all, the item 
must be broken down into its component parts showing the respec¬ 
tive amounts carried as investments in each subsidiary^® and each 

A subsidiary is a corporation, the majorities of the voting stocks (generally the 
common stock) of which are owned by another corporation. The owning concern 
is called the parent corporation. An enterprise may be a subsidiary of one corporation 
and the parent of another corporation. A subsidiary is wholly owned when the entire 
outstanding capital stock is owned by the parent corporation. A subsidiary is 
partly owned when only part, but controlling interest in the voting stock, is owned 
by the parent corporation. In the evolution of big business in the United States, 
an almost infinite number of complicated family arrangements have been created 
with successive layers of wholly and partly owned subsidiaries. In such situations it 
is often necessary to make a chart of the family connections in order to understand 
the relationships clearly. The Securities and Exchange Commission defines a “signifi¬ 
cant subsidiary” as a subsidiary that meets any one of the following conditions: “(a) 
The investments in and advances to the subsidiary on the part of its parent and the 
parent’s other subsidiaries exceed 5 per cent of the assets of the parent as shown by 
its most recent individual balance sheet being hied, (6) the assets of the subsidiary 
exceed 5 per cent of (1) the assets of its parent and the parent’s subsidiaries as shown 
by the most recent consolidated balance sheet being ffled, or (2) if a consolidated 
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affiliate,®® and the respective individual amounts carried as advances to 
each subsidiary and each affiliate. Second, an explanation must be 
obtained concerning the exact basis on which the investment is carried in 
each particular subsidiary or affiliate, at cost,' at market if there i^ a 
ready market for the stock, at book value, or at some arbitrary figure. 
Third, individual balance sheets should be obtained on each subsidiary or 
affiliate. From these balance sheets and with prior information regard¬ 
ing the per cent of interest owned in each concern, the analyst may then 
determine whether the investment in each enterprise is carried at cost, 
above, or below book value. If a 60 per cent interest in a subsidiary is 
carried at cost of $80,000 and the individual figures of the subsidiary only 
show a tangible net worth of $80,000 and a loss on operations for the year, 
it is evident that the balance sheet under analysis is inflated by this one 
item to the extent of $62,000, the difference between 60 per cent of 
$30,000, or $18,000, and $80,000. 

Fourth, after the advances are segregated to show the amount due 
from each subsidiary and affiliate, an explanation is needed to understand 
how each advance arose. Does a particular advance represent a loan, or 
does it represent an amount due for the sale of merchandise? If the 
advance was made as a loan, has it been running for several years or 
several months? Is it a long-term loan that was made to keep the 
enterprise alive or is it a short-term loan merely to cover a seasonal 
peak? From a study of the individual figures of the debtor corporation, 
the analyst at this point should determine whether the loan, in his judg¬ 
ment, is likely to be repaid in the near future or has already become 
frozen. If the item arose from the sale of merchandise, was the sale 
made on regular or on special terms? If made on regular terms, have 
similar obligations in the recent past been paid on those terms? If 
made on special terms, what are those terms, why were they extended, 
and, from the analysis of the figures, is the obligation likely to be repaid 
at maturity? 

Rules of the Securities and Exchange Commission require a registrant 


balance sheet is not being filed, the assets of the parent as shown by its most recent 
balance sheet being filed, (c) the sales and operating revenues of the subsidiary exceed 
5 per cent of (1) the sales and operating revenues of its parent and the parentis 
subsidiaries as shown by the consolidated profit and loss statement being filed for the 
most recent fiscal year, or (2) if a consolidated profit and loss statement is not being 
filed, the sales and operating revenues of the parent as shown by its profit and loss 
statement being filed for the most recent fiscal year, (d) the subsidiary is the parent 
of one or more subsidiaries and together with such subsidiaries would, if considered 
in the aggregate, constitute a significant subsidiary.—llegulation ^X, pp. 1-2, 
Apr. 1, 1947. 

An affiliate is a corporation in which a part interest is owned by another corpo¬ 
ration, or by a member or members of the operating management of another corpo¬ 
ration. A subsidiary is an affiliate, but an affiliate is not necessarily a subsidiary. 
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to file a schedule with extensive information regarding any investment 
in the securities of subsidiaries or affiliates. This schedule includes the 
name of each such subsidiary or affiliate with the title of the security 
owned in each case, the number of shares or principal amount of bonds or 
notes and the value in dollars at the beginning of the period, the amount 
of increase in units and dollars for each security, and the balance at the 
end of the year in units and dollars. The securities are required to be 
grouped separately for (1) subsidiaries consolidated; (2) subsidiaries 
not consolidated; and (3) other affiliates, showing shares and bonds 
separately in each case.'^^® 

Registrants, as a general policy, must file individual figures with 
the Securities and Exchange Commission, as well as consolidated or 
partly consolidated figures including the assets and liabilities of all 
or part of the subsidiaries. In these individual figures, the rules of the 
Commission require that securities of subsidiaries and affiliates must be 
stated separately for amounts which in the related consolidated balance 
sheet are (1) eliminated and (2) not eliminated. Likewise, the indebted¬ 
ness of subsidiaries and affiliates to the registrant, which for any reason 
is not considered a current liability, must be stated separately in the 
individual balance sheet of the registrant for that indebtedness which in 
the related consolidated balance sheet had been (1) eliminated and (2) not 
eliminated.'*^ 

5. Deferred Charges and Prepaid Expenses .—The two items of deferred 
charges and prepaid expenses ^^are alike in that each classification repre¬ 
sents the residual amount of an expenditure (accrual) made prior to the 
balance sheet date. . . . The distinction between the two, usually 
recognized by accountants, is that prepaid expenses represent the balance 
of amounts paid for services or for items such as interest or insurance, not 
received or the benefit of which had not been received at the date of the 
balance sheet, while deferred charges represent payments for goods or 
services which have in themselves been received, but the benefits of which 
it is reasonably expected will extend into the futurc.''^^ technical 

distinction is not always followed. 

The item might appear in balance sheets under varied captions: 
deferred (or prepaid) assets, deferred (or prepaid) items, deferred (or 
prepaid) expenses. For industrial and commercial concerns such an item 
usually covers prepaid rent, insurance, interest, and commissions. These 
expenses generally are paid in advance, and to the extent that the services 
have not been wholly used or consumed, they arc carried in a balance 
sheet and are applicable to a later period. They are of varying impor- 

Regulation S-X, Rule 12-04, p. 51, Apr. 1, 1947. 

Ibid., p. 13. 

Auditing Theory and Practice, p. 245. 
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tance, although it is an exceptional situation when the item is relatively 
large. In occasional balance sheets the item is broken down into com¬ 
ponent parts. 

Intangible Assets 

Intangible assets are not available for the payment of the debts of a 
going business. They depreciate greatly in case of liquidation. Rarely 
are they found in the balance sheets of small concerns. The principal 
intangible items are: 

1. Bond or debenture discount 

2. Brands 

3. Catalogues 

4. Contracts 

5. Copyrights 

6. Designs 

7. Development expense 

8. Drawings 

9. Formulas 

10. Franchises 

11. Goodwill 

12. Leaseholds 

13. Licenses 

14. Magazine titles 

15. Mailing lists 

16. Models 

17. Organization expense 

18. Patents 

19. Patterns 

20. Processes 

21. Subscription lists 

22. Tracings 

23. Trade-marks 

24. Trade names 

25. Treasury stock, when carried as an asset 

Twenty to thirty years ago, items of an intangible nature were far 
more common in balance sheets than they are today. Since the introduc¬ 
tion and the spread in the use of no-par stocks, it has been unnecessary 
to use such items for legal fiction,'*® Managements of many corporations 

*‘One of the principal reasons for the creation of no-par stock has been the 
elimination of fictitious intangible values recorded in the books and approved by the 
directors in the case of par-value stock in order that the amount of the assets might 
be made to equal the amount of the liabilities and capital stock. . . . The trend of 
public opinion seems to be in this direction, and it is becoming more and more com¬ 
mon to eliminate intangible values altogether or to carry them at a nominal value 
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that have good will of real value, indicated by a high rate of sustained 
earnings, now refuse to set up such an item in their balance sheets. 
This situation comes to light in cases of mergers and consolidations 
where the capital stock of one corporation receives much greater relative 
weight because of the larger sustained net earnings. 

Of the intangible items listed above, treasury stock is now the most 
common. This item arises from the practice of a corporation in repur¬ 
chasing shares of its own stock. While it is the consensus of writers 
on accountancy that treasury stock should be treated as a deduction from 
capital stock in the liabilities, the item is carried quite commonly in the 
assets at the purchase price until retired or resold. As the corporate 
form of organization has become more prominent, treasury stock has 
appeared with greater frequency. Of the other items, those which the 
analyst is likely to come across frequently are patents, copyrights, good 
will, organization expenses, development expenses, patterns, leaseholds, 
trade-marks, and trade names. 

In determining the tangible net worth of a concern, the value at 
which any of these intangible items is carried in the balance sheet is 
deducted from the net worth (that is, the proprietary interest) in pro¬ 
prietorships or partnerships, and from the sum of the capital stocks and 
surpluses in corporations. A business enterprise with $50,000 of out¬ 
standing 5 per cent cumulative preferred stock, $100,000 of common 
stock, and an earned surplus of $42,976 would have a net worth of 
$192,976. In the assets of the balance sheet are carried development 
expenses at $10,362 and treasury stock at $6,942, or total intangible 
items of $17,304. This sum deducted from the net worth of $192,976 
would give the tangible net worth of $175,672. 

LIABILITIES 

The liabilities of a small business enterprise such as a newsstand, a 
stationery store, or a cigar store might consist of only two items, accounts 
payable for merchandise and net worth. Large corporations such as 
manufacturers of automobiles, wholesale hardware dealers, and install¬ 
ment furniture stores might have 18 or 20 items including accounts 
payable, notes payable for merchandise, bank loans, provisions for 
taxes, due to officers and directors, accruals, funded debts payable over 
the years, and various classes of outstanding capital stock. The (dassi- 
fication of these items is not as difficult as the classifications of items in 
the assets, but they do need considered attention. 


only.^^ —Brundage, Pebcival F., “Treatment of No-par-value Stock in New York, 
New Jersey, and Massachusetts,” The Journal of Accountancyy Vol. XLI, No. 4 
p. 246. April, 1926. 
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All items on the liability side of balance sheets of commercial and 
industrial concerns fall into three broad groups: current liabilities, 
deferred liabilities, and in accordance with the term used in this volume, 
net worth. 

I 

Current Liabilities 

Current liabilities, from the viewpoint of an analyst, are all short-term 
obligations generally due and payable within one year. They are 
usually incurred in the normal course of business and must be paid on 
fairly definite dates. A debt may be for a short-term bank loan running 
from 3 to 6 months, for the purchase of merchandise, for the premium on' 
an insurance policy, for rent, or for accrued interest on a mortgage. In 
every case the liability is a definite one. Quite often values on the asset 
side shrink; obligations never shrink, and it is not unusual for the liability 
side to increase when debts are discovered which apparently were 
casually overlooked. Current liabilities generally consist of one or 
several of the following items: 

1. Notes payable to banks 

2. Notes payable and trade acceptances for merchandise, machinery, 
or equipment 

3. Accounts payable 

4. Loans payable 

5. Accruals 

6. Deposits 

7. Advance payments 

8. Reserves for taxes 

9. Dividends declared but not paid 

10. Reserves for contingencies against possible losses 

11. Current maturity of a funded debt 

In the study of the individual items that make up the current assets, 
it was shown how easily each of these various items could be inflated 
purposely or by oversight, and how important it was for the analyst to 
adjust the figures by making deductions for such excesses which really 
belonged in the miscellaneous group of slow assets. In the study of 
current liabilities, the problem is just the opposite; the auditor or the 
bookkeeper who prepares the balance sheet occasionally omits from the 
current liabilities items which the analyst must include. A bank 
overdraft is at times placed in the current assets in red ink indicating a 
deduction; actually the item is a debt and should be carried as a current 
liability. A reserve for Federal income and excess-profits tax at times is 
omitted, more particularly on interim balance sheets; unless the analyst 
notices the omission and computes and adds the approximate amount of 
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the tax, his analysis will be unsound. With existing high tax rates, the 
amount involved may be very substantial. 

In case of financial difficulty and subsequent liquidation of a business, 
all creditors, except those that have received priority under the law, 
expect to share in the assets in proportion to their just claims. If a loss 
is involved, the unsecured creditors share the loss pro rata. When 
certain assets such as discounted notes receivable, the assignment of 
accounts receivable, warehouse receipts covering merchandise, factor^s 
lien on merchandise, cash surrender value of life insurance, or marketable 
securities are pledged to secure some one or a limited number of creditor's, 
then the risk of all other creditors is greatly increased. As a result it is 
extremely important that a balance sheet clearly disclose the amount of 
liabilities which are secured claims, and the assets which are specially 
pledged to secure these claims. Without this information, the balance 
sheet cannot be intelligently analyzed, and new creditors will have no 
idea that they are junior to certain earlier creditors. 

Concerns in healthy financial condition have no occasion to pledge 
assets to banks, mercantile, or other creditors for short-term credit. 
Consequently whenever certain assets are so pledged, that very fact is an 
indication that some creditor, who has presumably made a more or less 
intimate study of the financial condition of the business, is dissatisfied 
and has insisted upon the pledge of some type of security to protect his 
claim. At times, a wise or knowing creditor will insist upon the guaranty 
of an obligation by the principal stockholder in a corporation or a parent 
corporation for added protection; this information is often difficult for 
the analyst to obtain except under a most thorough and painstaking 
outside investigation. These situations represent tacit admissions of 
weakness that should never be overlooked. 

1. Notes Payable to Banks .—It is good accounting practice to show 
the various note obligations separately in a balance sheet: notes payable 
to banks, notes payable and trade acceptances for merchandise, notes 
payable for equipment, and notes payable to officers or others. It is 
important and desirable that these different sources of credit, when in 
use, be distinguished one from the other, as the amount of the liability 
and the source of the credit throw light on the facts behind the figures. 
A different interpretation is placed upon an item of notes payable of 
$10,000 representing a loan from a bank, and an item of notes payable of 
the same amount given in settlement of merchandise obligations because 
no bank credit is available. Notes payable to banks often bear the 
endorsement or guaranty of officers and directors of a corporation, a 
practice that gives additional security to the bank loan. It is highly 
desirable, as indicated in the preceding paragraph, to learn whether bank 
borrowings are on the straight paper of the borrower, whether they bear 
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the endorsement or guaranty of oflScers, directors, or a parent corpo¬ 
ration, or whether such loans are secured by the pledge of certain of the 
assets. 

The fact that a banking institution is extending credit to a business 
enterprise on an unsecured basis, while favorable, is not an absolute 
indication that the business is basically sound, as bankers make their 
full share of errors in incomplete investigations, unsound analyses, and 
extension of credit.*^ In such a situation, however, the analyst does 
know that all creditors are on the same basis and that certain assets have 
not been cornered. In a well-managed, sound business, notes payable to 
banks are relatively large and accounts payable relatively small, as funds 
are borrowed from banking institutions to discount merchandise purchases. 

2. Notes Payable and Trade Acceptances for Merchandise or Equip¬ 
ment .—Notes payable for merchandise as outlined on page 78 do not 
appear as a trade custom outside the jewelry, fur, leaf tobacco, automobile 
tire, and machinery lines of business. Sales in these fields are quite cus¬ 
tomarily made on promissory note terms, but in other lines of industry, 
notes would appear generally when extra time was required by the pur¬ 
chaser, or when a past-due account was being closed out by the creditor 
who desired an acknowledgment of the debt. Machinery and equipment 
are often purchased on installment terms calling for 12 or more equal 
monthly payments. As previously explained in this chapter, trade 
acceptances are little used in the United States today. The appearance 
of notes payable or trade acceptances for merchandise in a balance sheet 
thus tends to indicate some degree of financial weakness. 

Notes payable for machinery and equipment are often secured by a 
chattel mortgage or conditional sales contract until the liability is 
completely liquidated. In good accounting practice any such asset 
pledged to secure a particular liability should be so earmarked and 
the two items related, so that the analyst will have a clear picture of any 
asset or assets not available to general creditors. Unfortunately, this 
practice is not always followed. 

3. Accounts Payable .—Accounts payable are incurred by the purchase 
of merchandise. When merchandise is purchased on terms that provide 
a discount in 10 days and the purchaser discounts all invoices, the item is 
relatively small. In some lines of business activity, longer terms are 
customary. Purchases of cotton, rayon, and acetate piece goods by 

** Charge-offs on loans by all national banks during recent years have ranged from 
a high of $305,234,000 for the year ending Dec. 31, 1934, by the 5,422 national banks 
then in existence, to a low of $29,662,000 for the year ending Dec. 31, 1945, by the 
5,023 national banks then in existence. Recoveries on loans previously charged off 
reduced the 1934 loss and actually produced a profit in 1945; recoveries, for example, 
during the year ending Dec. 31, 1934, amounted to $18,851,000, and during the year 
ending Dec. 31, 1946, to $37,392,000, materially in excess of charge-offs. 
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‘‘cutters from converters are made on terms of 2 per cent discount 
in 10 days, net 60 days; of woolen and worsted piece goods for men^s 
wear on terms of 1 per cent discount in 10 days, net 60 days; of fur 
garments on 4 months' terms; and of rugs and blankets on terms of 
4 per cent discount in 70 days. When payments are made on terms and 
not anticipated, accounts payable often reach a relatively substantial 
figure. Normally a well-conducted business will have relatively low 
accounts payable, as it is customary to obtain loans from a commercial 
bank or trust company to discount trade invoices. Concerns in the 
smaller capital brackets, however, frequently have no lines of bank credit, 
and accounts payable then comprise all or the bulk of their current 
liabilities. 

4. Loans Payable ,—A distinction is sometimes made by setting up 
notes payable to officers, directors, relatives, friends, and discount finance 
companies under the caption of Loans Payable. The distinction, how¬ 
ever, does not have wide acceptance in accounting circles. Loans from 
officers, directors, relatives, or friends are often accepted as a friendly 
gesture to the creditor, the funds being used in place of bank borrowings. 
In other circumstances, if a concern were in an extended financial condi¬ 
tion and unable to obtain credit from its bank or banks the last resort 
might be to borrow funds from someone already vitally interested in or 
particularly close to the business who was willing to take the risk. 

Loans payable to a discount finance company are in a somewhat 
similar category. These loans are generally secured by the assignment 
of accounts receivable. In such cases, the loan made by the finance 
company would range from 70 to 90 per cent of the face value of accounts 
receivable. Under the notification plan the accounts receivable are 
collected by the finance company and the overage returned to the 
borrower. Under the nonnotification plan, the receivables are collected 
by the borrower who transmits on the day received all original checks, 
drafts, notes, or other payment instruments to the finance company. 
According to this plan of operation, the buyer of the merchandise never 
learns that his particular account receivable has been assigned to a 
finance company; quite often the balance sheet of the borrower fails to 
disclose the fact that a valuable asset or a part of it has been assigned 
as security and is out of reach of the general creditors. Loans of this 

The state of Ohio took the lead in bringing this problem out into the open. 
The legislature of the state enacted a law which was signed by the governor on June 5, 
1941, providing that an affidavit stating the name and address of the owner of the 
receivables, the name and address of the assignee, and the fact that an account or 
accounts had been assigned would have to be filed with the County Recorder of the 
county in which the owner resided or had its principal place of business. Such a 
filing is effective for a period of 3 years. The deposit of this affidavit constitutes a 
public notice that a particular business enterprise intends to assign certain receivables 
to the stated assignee until the filing has expired or has been canceled. Somewhat 
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nature are generally obtained when a business enterprise is unable to bor¬ 
row from its own bank, presumably because of a weakened financial con¬ 
dition. Interest and discount charges of finance companies are materially 
higher than the charges of commercial banking institutions. In recent 
years, loans on assigned accounts receivable have been made in greatly 
increased volume by the commercial banking institutions of the country. 

5. Accruals .—Accruals comprise amounts due but not yet paid for 
salaries, wages, rents, interest, and sometimes for taxes, although this 
item generally is separate. These items have been calculated up to the 
very day of the balance sheet. They would have to be met instantly in 
case of liquidation. Accruals are relatively small even for large corpora¬ 
tions. Taxes may be an exception, or interest in those cases where a 
heavy funded debt is outstanding and an interest payment is shortly due. 
Often this item is omitted in unaudited figures and in smaller business 
enterprises where the amount is nominal. 

Most businesses have a liability for accrued wages; larger corporations 
also often have accrued bonuses to officers and employees and accrued 
commissions to salesmen. Of even greater importance in the light of 
our current economic life is the item of accrued taxes, which for large 
corporations may amount to fantastic figures. This particular item of 
accruals has become so important in recent years that it is generally set 
up in the balance sheets of larger enterprises as a separate distinct item 
of accrued taxes, or, as outlined in a succeeding paragraph, as a reserve 
for or provisions for income taxes. 

6. Deposits .—Funds deposited with a concern as an evidence or a 
guaranty of good faith are generally carried in the liability as deposits. 
Such a situation arises where a deposit has been placed to bind a contem¬ 
plated purchase. In this case, the deposit becomes the initial or a part 
payment when the sale is consummated and so automatically is eliminated 
from the current liabilities. If the sale should not be consummated the 
deposit presumably would be returned on demand. 

This item also arises when a deposit has been made to ensure the 
return of a container, a drum, a barrel, or a box. In such a case, the 
deposits are subject to repayment as the containers are returned. In 
many instances of this nature, the amount remains fairly stable as new 
deposits are received which offset the decrease from repayments. Even 
though the necessity of making more than a moderate repayment is 
somewhat remote, the item invariably is classified as a current liability. 

7. Advance Payments .—Advance payments from customers, when 
they occur, represent moderate amounts. This item arises when part 
of a sales price has been collected in advance, as when a department store 

similar statutes have since been enacted by the states of California, Colorado, Florida, 
Idaho, Oklahoma, South Carolina, Texas, Utah, and Washington. 
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sets aside a piece of merchandise on receipt of a payment, a process 
known as layaways or will calL The advance payment constitutes 
a liability until the sale is consummated, when it becomes part of the 
purchase price. 

Advance payments from the Federal government frequently occurred 
on the balance sheets of prime contractors engaged in producing war 
materials during the Second World War. In such situations the item, 
at times, was substantial as the advance was the only means of financing 
production of certain large contracts. Advance payments were first 
authorized by the Federal government to prime contractors under an 
act of June 28, 1940, and then only up to 30 per cent of the contract 
when ^^in the interest of national defense.’’ Subsequently, provisions 
under the First War Power Act of 1941 allowed advances “of any per- 
centum of the contract price,” that is, up to 100 per cent of a specific 
contract. 

Occasionally, an advance payment is deducted from the inventory on 
the theory that an equivalent amount of inventory has beeen sold. The 
sale, however, has not been consummated. In these cases, the balance 
sheet must be adjusted when the item is posted; the inventory increased 
by the amount of advance payments, and the advance carried as a 
current liability. 

8. Reserves for Taxes ,—^As a result of changes in our Federal income- 
tax laws in recent years, going down into lower and lower bra(d<ets, 
and the imposition of an increasing variety of supplementary taxes, 
nearly every business enterprise operating profitably and most commercial 
and industrial concerns operating unprofitably should show a pro¬ 
vision for estimated taxes accrued to the date of a balance sheet. These 
obligations now include a wide variety of Federal, state, and local taxes. 
This item would also include liabilities such as sales taxes, social security 
tax, unemployment tax, and taxes on dividends paid to foreign stock¬ 
holders, where it has become the duty of a concern to collect taxes from 
others and to remit to the appropriate governmental authority. In 
the case of large corporations, reserves or provisions for Federal income 
taxes often amount to many millions of dollars, which must be paid in 
cash or by tax-anticipation notes on definite, fixed dates. 

9. Dividends Declared hut Not Paid .—Reserves for cash dividends 
declared but unpaid on the date of the balance sheet constitute a current 
liability and should always appear in the balance sheet. Not infre¬ 
quently such an item is omitted altogether from a financial statement, 
being mentioned solely in a footnote. In such cases the current liabilities, 
the apparent net working capital, the current ratio, and the surplus are 
distorted, and the analyst must make the necessary adjustments when 
studying the figures. 
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10. Reserves for Contingencies against Possible Losses .—^An item of 
reserve for contingencies is exceeded in mystery only by the two items of 
investments and investments in and advances to subsidiaries and aflfflii- 
ates. What a reserve for contingencies represents no one outside the 
management staff or the accountant would know without a detailed 
explanation; that explanation the analyst must always seek. 

It is not unusual for a reserve for contingencies to be set up in the 
balance sheet to obscure a definite liability or as a hidden valuation 
reserve. Where the item is an actual liability, as where a court suit has 
been lost and a stipulated sum must be paid, the reserve is a definite 
liability. Where the item is a valuation reserve, as against inventory 
revaluation, the sum should be deducted from the inventory figures in 
the assets, and the net inventory figure carried as a current asset. Where 
the item is, in reality, a real reserve for contingencies and not a cover 
for a liability which should and could be more adequately described 
under some more definite caption, it should be considered under deferred 
liabilities, which will be described later in this chapter. 

11. Current Maturity of a Funded Debt .—Whenever a funded debt of 
any kind matures within 1 year of the balance sheet date, the entire 
amount is a current liability. Some types of funded debts mature 
serially; that portion which is due within 1 year of the balance sheet 
date invariably is classified as a current debt. Funds are accumulated 
frequently by a business enterprise to meet a final maturity, and occasion¬ 
ally these funds are carried as a miscellaneous slow asset. Such funds, 
however, should be classified as a current asset. 

At times, a serial maturity is met by an obligation to deposit a 
stipulated sum into a sinking fund. Such an obligation is a current 
liability, unless the coiporation has the privilege and has already pur¬ 
chased and is cai-rying in its miscellaneous slow assets the stipulated 
number of bonds, debentures, or notes purchased in the open market. In 
this case the obligation has already been met. 

Unfortunately there is no uniform practice among accountants in 
setting up as a current liability that portion of a funded debt due within 
1 year. In a survey of this particular practice conducted among account¬ 
ants by the author in 1941, 91 per cent of the accountants replying were 
of the opinion that this policy should be followed and 9 per cent were 
of the negative opinion. Typical of the negative replies was, “Person¬ 
ally, no, because of the effect on the current ratio—however, the due date 
should be clearly shown.” From the viewpoint of the analyst, this is the 
very reason why the current maturity should always be included in the 
current liabilities when no sinking fund provision has been made. ^'I 
believe it better to group the entire funded debt together, but its terms of 
payment should be disclosed.” A matter of diplomacy entered into a 
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third comment, Preferably, but the practice is not sufficiently general 
to avoid some feeling on the part of the client/'^® Because of these 
varied policies, the analyst must always be alert to ascertain the terms of 
outstanding funded debts. He must be sure to adjust the figures to 
include all maturities due within 1 year of the balance sheet date when 
they have not been so included, as otherwise the current liabilities, the 
net working capital, the ratio of current assets to current liabilities, and 
the ratio of current liabilities to the tangible net worth will be distorted. 

Deferred Liabilities 

Deferred liabilities consist of one or several of these four different types 
of items: liabilities that are due more than 1 year from the balance sheet 
date, items that represent valuation reserves, actual reserves for con¬ 
tingencies, and unearned income. ‘‘More than 1 year from the state¬ 
ment date’' does not mean “a year and a day” as such an arrangement is 
obviously a subterfuge. The great majority of business enterprises 
do not have long-term liabilities. It is in the balance sheets of medium¬ 
sized and large concerns that these items are occasionally found: 

1. Long-term liabilities 

2. Valuation reserves 

3. Reserves for contingencies when a general reserve and not for a 
specific purpose 

4. Unearned income 

1. Long-term Liabilities. —^Long-term liabilities consist of mortgages, 
bonds, debentures, serial notes, purchase-money obligations, and occa¬ 
sionally long-term notes payable, all due more than 1 year from the 
statement date. From the point of view of the analyst, it is absolutely 
necessary to ascertain when a funded obligation is to mature, and, as the 
maturity date approaches, what provisions, if any, are being made to 
meet the maturity. In recent years, it has become the very desirable 
practice of accountants generally to give the maturity dates of outstand¬ 
ing issues of long-term liabilities in balance sheets, but this practice, 
unfortunately, is not uniformly followed. 

In case of default in meeting interest or amortization, an acceleration 
clause generally provides that the entire outstanding amount of the issue 
becomes due and payable, and hence a current liability. Sometimes a 
yearly maturity is met ahead of time so that there is no current maturity. 
As previously mentioned, there is sometimes a provision where the 
current maturity may be met by the tendering of bonds, debentures, or 
notes at par value; if the corporation has been able to purchase the bonds 
or notes below par, a profit is earned by the transaction. 

For a further discussion of this subject see Roy A. Foulke, The Balance Sheet 
of the Future, pp. 47-49 (Dun & Bradstreet, Inc., New York, 1941). 
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Quite extensive information regarding long-term liabilities is requested 
from registrants by the Securities and Exchange Commission. This 
information covers, among other points, the title of each issue, the 
amount of the issue authorized by the indenture, the amount issued and 
not retired or canceled, the amount in sinking and other special funds, 
and the amounts held by subsidiaries or affiliates. 

2. Valuation Reserves. —In many balance sheets, valuation reserves 
for depreciation, obsolescence, and depletion are shown as a subdeduction 
under the related asset, and in other cases they are carried in the lia¬ 
bilities. Both practices are widely used although ^Vriters in accounting 
theory are in practically universal agreement that valuation reserves 
should be deducted from the assets to which they apply.”^* To this 
theory and practice the analyst heartily agrees. In posting figures on a 
comparative statement blank, it is advisable for the analyst to deduct 
the valuation reserve from its related asset and to show the net value of 
the asset. Under this practice, fewer errors in analysis are likely to 
creep in, as the analyst then does not need to keep the existence of the 
offset items in the liabilities constantly in mind. A reserve for bad 
debts should likewise be deducted from the receivables in the current 
assets when posting to bring the value of the receivables to a net amount. 

3. Reserve for Contingencies When a General Reserve and Not for a 
Specific Purpose. —As explained on page 101, a reserve for contingencies 
can never be properly classified unless the analyst has learned why such 
a sweeping generality has been used by a profession that prides itself 
on its exactness. Reserves for contingencies in substantial amounts 
have frequently been set up to keep stockholders and analysts in com¬ 
plete ignorance as to the real purpose of the reserve.^® Such a reserve 
lends itself to extremes such as covering up a liability, the amount of 
which may not be known within a few dollars, or evaluating some asset 
such as investments, so greatly overvalued that to acknowledge it might 
bring discredit upon the officers and directors, or appropriating surplus 
for the sole purpose of misleading stockholders as to their true equity and 
the accumulated profits available for dividends. 

When the item is actually a general reserve to meet some possible, 
but not definite or too-clear obligation sometime in the future, such as a 
guaranty on the goodness, on the life, or on the performance of a product, 
then, and only then, is the item a deferred liability. If it is learned on 
investigation that the item is in reality a valuation reserve in disguise. 

Regulation S-X, Rule 12-10, p. 57, Apr. 1, 1947. 

Fjeld, R. I., “Classification and Terminology of Individual Balance Sheet 
Items, The Accounting Review, Vol. XI, No. 4, p. 339, December, 1936. 

^®See WiNTHROP, Alden, Are You a Stockholder?, Chap. VIII, “Side-stepping 
Accountancy, a Study of Reserves for Contingencies,“ pp. 214-239 (Covici, Fiiede, 
Inc., New York, 1937). 
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it should, as already suggested, be deducted from the proper related 
asset, when posting.®® If the item is an actual, definite, known liability 
under camouflage, it should, of course, be classified as a current liability. 

“There is reason to believe that in many cases the ‘reserve for contingencies’ 
includes amounts which should be deducted from assets or added to liabilities. If 
the auditors find, for example, that the existing allowance for uncollectible accounts 
is inadequate they may be satisfied if the management agrees to appropriate an addi- 
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Partaarahlp. (Sute whether partaerahip operates under written Articles of Copartnenhip, or verbal agreement):___ _ _ 

Date of Partnenhlp Agreement.— ., tp..—data of eipicatloa.- 

- - - ealltheG-• —--— 


Listed below are al 


>e General and Special Partnen ii this firm: 
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MettsaeM 

LtAbtlily M 
^GMMator 
BadonWr •!«;. 
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Extent to which Spedol Poitaera are responsible for debts of this partaerahip, and to what data: 

We, the tuidcts’ried, harsh/ certify that tba foregoing atatement ct sseeta end liabOitise, statamant of profit and lots, aad reeoo^tloa of 
not woith, ore takes from the boeVa of thia paitnerahip, aad that they are la accordance with eald books, and that they and all other etatemeata 
printod or written on the two uldea of (his sheet have hsen carefully read aad are trua aad give a correct akowuig of the cor.cLvon of 

thia pomerrJilp as of the date of the balcnco ihnet herein contained except where a differont date ia Bpcci»ca.'ly aotad. Cf THE £VE'^X OP 
Airy MATERIAL CHASTOB IN OUR FINANCIAL CONDIHON, WE AGREE TO HOTIFT SAID BARE UIMKDUYBLT QT WKIIU.G. 


SifasdOtlaL... 


....dayoL.. 


>.X9i>. 


SignatllfW (PlraiaagpiitaMa}— 


ATX PARTNERS SHOULD SION 
Whan There is No Written Paitnerahip Agraemaat 


Form 6. — {Continued) Short form of financial statement blank for firms suggested by 
Federal Ileserve Bank of New York (reverse side). 

4. Unearned Income .—Unearned income, often carried as deferred 
income, is the proportion of income which has been credited on the 
books as received, but which has not been earned up to the date of the 


tional amount of surplus to a * reserve' for contingencies. Such a compromise doee: 
not justify showing the * reserve for contingencies' excluded from stockholders 
equity, with no further information as to its real nature."— Daniels, M. B., Financial 
Staiemenl8j pp. 32-33 (American Accounting Association, Chicago, 1930). 
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balance sheet. A mercantile agency, for example, is paid in advance 
for 1 year of service. Such a payment increases the cash in the current 
assets and the unearned income account in the liabilities. Each month, 
one-twelfth of the unearned income account is transferred to the profit 
and loss account as gross income to cover the cost of rendering service. 
The unearned income is the liability of the mercantile agency for the 
service still to be rendered. 

Conservative furniture stores selling on the installment plan also 
set up unearned or deferred income. A three-piece set of furniture that 
cost $70 is sold for $130 with a down payment of $20 and the balance of 
$110 to be paid in 12 equal monthly installments. The $20 payment 
goes into cash and $110 goes into installment receivables. The markup, 
which in this particular case is $60, does not go into gross profit until it is 
entirely collected, which on the selling terms will take 1 year. Accord¬ 
ingly, the $70 cost of the set goes into gross profit immediately and the 
remaining $60 goes into unearned income. The $60 is now reduced by 
$5 each month as the installment payments are received, and that $5 is 
credited to gross income. In other words, not until the entire $110 is 
collected is the full gross profit of $60 taken into account. 

If this particular set of furniture had been sold for cash, the selling 
price in theory would have been $120 and not $130. The normal selling 
price was increased by $10 to cover interest and collection charges. Less 
conservative installment furniture stores probably would have transferred 
to unearned income not $60 but $10, representing the charge added to a 
cash price to create the installment price, which would then have been 
reduced monthly over the collection period of 12 months. 

Unearned income is a natural item in the balance sheets of concerns 
selling on an installment basis with payments made over a period of 
12 months or more, and on balance sheets of concerns that are paid for 
services to be rendered over a period of time in the future such as pub¬ 
lishers of magazines, finance companies, and banking institutions. 

Net Worth 

Net worth may be considered a technical liability from a bookkeeping 
standpoint. It is a liability to a legal entity such as to a proprietor, to 
partners, or to the stockholders who own the stock of a corporation. 
The net worth is the amount of funds invested at the risk of a business 
enterprise. More formally, it is a liability of a business enterprise to 
those interested in it after all debts of every description have been paid. 
The net worth is a single item with that exact caption in a proprietorship 
or partnership. Sometimes, however, it is also termed pro'prietorship 
capital or partners^ capital. In a corporation, it consists of the sum of any 
or all the following items that may be found in a particular balance sheet : 
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1. Preferred or preference stock 

2. Common stock 

3. Class A, B, and C stock 

4. Capital surplus 

5. Earned surplus 

6. Undivided profits 

The balance sheets of the great majority of corporations have only 
two items in the net worth section, namely, common stock and surplus. 
The larger a corporation, the more likely it is to have in addition some 
form of preferred or preference stock. 

1-3. Preferred, Common, and Alphabet Stock ,—As a corporation is a 
legal entity, it would upon liquidation or dissolution of its business owe 
to the holders of preferred or preference stock, common stock, ^^d 
Class A, B, or C stock, in accordance with charter provisions, whatever 
remained after all obligations had been met. It is obvious that the 
amount that stockholders would receive would depend upon the char¬ 
acter and the amount of the liabilities and upon the amount realized 
from the sale of the assets. Most industrial and commercial concerns 
realize little on their fixed assets under a forced sale. On the other hand, 
when the assets are purchased as a going business by some other active 
enterprise, the realization is generally greater and, at times, where 
valuable good will is involved and reflected in an earning record, may 
actually amount to more than the book value of the assets. 

The analyst is interested not only in the relationship between owned 
and borrowed funds, but also in any asset or dividend preferences that 
may affect the financial condition of a concern; for example, knowledge 
of the dividend disbursements and of the amounts required to meet 
dividends on senior securities, quarterly and yearly, during the up-and- 
down phases of our economy. The board of directors of a corporation 
might refuse to declare dividends if not earned, or, on the other hand, 
they might be less conservative and vote to continue to pay dividends 
on preferred stocks out of surplus, even if that policy might weaken the 
financial condition of the corporation. It has been no unusual occurrence 
for the principal stockholder or stockholders to be in such personal need 
of ready cash that they have insisted on the payment of dividends 
that have weakened a corporation. In other cases, one or several 
officers may have bonus arrangements whereby they receive a percentage 

For a comprehensive interesting listing of preferred stocks with various features 
which depart from the generally accepted pattern such as with and without par value, 
with detachable and nondetachable warrants, cumulative, noncumulative, convertible, 
and participating, see Benjamin Graham and David L. Dodd, Security Analysis, 
1st ed., pp. 626-631 (McGraw-Hill Book Company, Inc., New York, 1934). 

A corresponding listing of common stocks which deviate from the standard 
pattern will also be found in Security Analysis, pp. 631-634. 
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Fobm 7.—^Long form of financial statement blank for corporations suggested by Federal 
Reserve Bank of New York (page 1). 


of the net profits only after stipulated dividends have been paid. 
Dividends would then be disbursed so that the officers might obtain 
their higher recompense, even though the dividend policy weakened the 
net working capital appreciably. 

Knowledge of sinking fund requirements, which may provide that a 
certain amount of preferred stock be retired yearly or that a certain 
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Fobm 7. — {Continued) Long form of financial statement blank for corporations suggested 
by Federal Reserve Bank of New York (page 2). 


percentage of the net profits be used for this purpose, is also pertinent 
information. Many corporations have failed to live up to the provisions 
under which preferred or preference stocks have been issued; others 
have attempted to do so even when it meant depleting the net working 
capital. The ability to meet and adequately to cover sinking fund and 
dividend requirements indicates the capacity of management. The 
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Form 7. — {Coruinued) Long form of financial statement blank for corporations suggested 
by Federal Reserve Bank of New York (page 3). 


policies of the operating management and the reasoning on which these 
policies are based are also highly desirable and helpful information. 

4. Capital Surplus .—In recent years, capital surplus has become a 
common item in the balance sheets of larger corporations. Capital 
surplus results from funds paid into a business in excess of the par value 
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Form 7. — {Coviinued) Long form of financial statement blank for corporations suggested 
by Federal Reserve Bank of New York (page 4). 

of some one or several classes of stock, or in excess of the amount at 
which no-par-value stock is carried on the books, from a reappraisal and 
write-up of fixed assets, from a profit obtained in the retiring of securities, 
or from a scaling down of capitalization. There exists a tendency in 


See Chap. XXIII, ‘‘AnalyseB of Surplus Accounts.” 
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some accounting circles to get away from the use of capital surplus as a 
general term, and to use more specific classifications such as donated 
surplus, paid-in surplus, and surplus arising from appreciation. 

5. Earned Surplus. —When capital surplus appears in a balance sheet, 
a supplementary item of earned surplus invariably appears. Where no 
capital surplus appears, the earned surplus generally becomes merely 
surplus and represents the accumulation of earnings over and above the 
payment of dividends. To this item is transferred the final net profit or 
loss for the accounting period and to it is debited the payment of divi¬ 
dends, when made. Earned surplus represents the difference, as shown 
on the balance sheet, between the total assets of a corporation and the 
reported liabilities, including outstanding stock and any capital surplus. 

6. Undivided Profits. —The term undivided profits is found in the 
balance sheets of practically all commercial banks and trust companies 
but only occasionally in the balance sheets of commercial or industrial 
business enterprises. This item, when found, represents the accumulated 
net profits that have not been transferred to the [earned] surplus account. 
In this sense, the surplus becomes a somewhat more permanent segment 
of the capital funds, and dividends are declared and paid out of undivided 
profits. 

Contingent Liabilities 

Contingent liabilities are incurred whenever a concern has discounted any 
of its notes receivable or trade acceptances and then omitted these assets 
from the balance sheet, when it has endorsed or guaranteed for others, 
when contracts for the future have been made, and when commercial 
letters of credit have been obtained and only partly used. Such liabilities 
may or may not become a legal obligation sometime in the future for an 
indeterminate amount. 

Seldom do contingent liabilities appear in the books of account, which 
makes it extremely difficult for the accountant to be sure he has covered 
the item adequately. Every contingent liability should appear in the 
balance sheet, either in a specific amount if such an amount may be 
determined, or in explanatory comments in a footnote if the nature of 
the possible liability cannot be put into actual figures. 

CLASSIFICATION OF BALANCE SHEET ITEMS 

It is no wonder that many items in balance sheets are classified in 
different ways, considering the fact that balance sheets are prepared by 
thousands of certified public accountants with different degrees of 
training and experience, and by even more thousands of near-accountants, 
bookkeepers, and businessmen, generally with less understanding and 
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Guide to Classification of Balance Sheet Items 


[Schedule 2] 


Liabilities 


Accounts Receivable 
Customers (l^ess Reserves). 
From Affiliate if concern is 
in healthy shape and ac¬ 
counts are being paid on 

regular terms. 

From Affiliate, if concern is 
in unhealthy shape, or ac¬ 
counts are not being paid 

on regular terms. 

From Directors. 

From Employees. 

From Officers. 

From Partners. 

From Subsidiary, if concern 
is in healthy shape, and 
receivables are being paid 

on regular terms. 

From Subsidiary, if concern 
is in unhealthy shape, or 
accounts are not being 
paid on regular terms.... 

Miscellaneous. 

Other. 

Advances 

For Merchandise. 

For Traveling. 

To Affiliate. 

To Employees. 

To Subsidiary. 

Advertising. 

Automobiles. 

Bills Receivable {Same as Ac¬ 
counts Receivable). 

Bond Discount. 

Bonds^^^. 

Bookplates 

At Cost. 

Metal Value. 

Brands, Trade. 

Building and Loan Shares.... 

Buildings. 

Cash 

In Bank. 

In Closed Bank. 

In Sinking Fund. 

On Hand. 

Restricted. 


Accounts Payable 

For Merchandise. 

For Services. 

To Directors. 

To Employees. 

To Officers. 

To Partners.. 

To Related Concerns. 

Sundry. 

Accruals 

Commission. 

Interest. 

Other Expenses. 

Pay Rolls. 

Rent. 

Salaries. 

Taxes. 

Wages. 

Advances from ('ustomors. . 


Bills Payable {Same as Notes 

Payable). 

Bonds 

Amount Maturing within 

One Year. 

Amount Maturing after 

One Year. 

No Definite Maturity 
Date. 


Capital (If Partnership or 

Proprietorship). 

Capital Stock 

A, B, or C Stock. 

Common Stock. 

Minority Interest. 

Preferred or Preference 

Stock. 

Capital Surplus. 

Chattel Mortgage. 

Common Stock. 

Conditional Bill of Sale. 

Contingencies, Reserve for^^^‘ 

Contracts Payable. 

Credit Balance. 

Customers^ Deposits. 


XXX X X _ XXXXXXXX I Current 

'X X Slow 

y, y.y, yy y Net Worti 
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Guide to Classification of Balance Sheet Items.— {Continued) 


Cash Value of Life Insurance. 

Catalogues. 

Claims for Refunds under 
Carry-back Provisions of 

Tax Law. 

Coal Lands. 

Contracts. 

Copyrights. 

Debenture Discount. 

Deferred Charges {See also 

Prepaid Items). 

Deficit (Profit and Loss). 

Delivery Equipment. 

Deposits 


With Mutual Insurance 

Company. 

With Workmen’s Compen¬ 
sation (Commission. 

Designs. 

Development Expense. 

Dies. 

Docks. 

Drawings. 

Emergency Plant Facilities.,. 

Equipment. 

Experimental Expense. 

Exploration Expense. 

Federal Government Securi¬ 
ties {see United States 
Government Securities).. 

Financing Expense. 

Fixed Assets. 

Fixtures. 

Foreign Assets—Restricted... 

Formulas. 

Franchises. 

F uriiiture. 

Good Will. 

Government Securities {see 
United States Govern¬ 
ment Securities). 

Improvements. 

Insurance Premium, Prepaid. 

Interest, Accrued. 

Inventory {See also Merchan¬ 
dise) . 

Investments^^^. 


Securities {sec 
States Govern- 


Current 

Slow 

Intangible 

Liabilities 

Current 

Slow 


X 


Debentures 





X 

Amount Maturing within 






One Year. 

X 





Amount Maturing after 




X 


One Year. 


X 


X 


Deferred Credits or Income.. 


X 



X 

Deferred Income. 


X 



X 

Deposits 





X 

From Customers. 

X 





From Employees. 

X 



X 


From Officers. 

X 




X 

From Salesmen. 

X 



X 


Dividends Payable. 

X 





Donated Surplus. 



X 



Due Factor. 

X 



X 


Earned Surplus. 






Employees’ Deposits. 

X 



X 







X 






X 

Federal Income Taxes. 

X 




X 





X 


Funded Debt 





X 

Amount Maturing within 




X 


One Year. 

X 



X 


Amount Maturing af ter 





X 

One Year. 


X 



X 







Income Taxes. 

X 





Loan from Factor. 

X 




X 

Loans Payable {Same as 




X 


Notes Payable). 




X 






X 


Minority Interest. 


X 



X 

Mortgages. 





X 

Amount Maturing within 




X 


One Year. 

X 




X 

Amount Maturing after 






One Year. 


X 




No Definite Maturity 






Date. 

X 



X 






X 


Net Worth (If Partnership 




X 


or Proprietorship). 






Notes Payable 



X 



For Merchandise. 

X 



X 


To Banks. 

X 
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Guide to Cla49sification of Balance Sheet Items.— (Continued) 


Liabilities 



Investments in and Advances 
to Subsidiaries and Affil¬ 
iates . 

Land. 

Lasts. 

Leasehold Improvements. 

Leaseholds. 

Licenses. 

Listed Securities. X 

Loan to Affiliate. 

Loan to Subsidiary. 

Machinery. 

Magazine Titles. 

Mailing Lists. 

Marketable Securities^"^^. X 

Merchandise 

Advances on Merchandise.. X 

Finished Goods. X 

In Transit. X 

On Consignment. X 

Haw Materials. X 

Supplies. 

Work in Process. X 

Mineral Land. 

Mines. 

Miscellaneous Receivables.... 

Models. 

Mortgages Receivable. 

Municipal Bonds. X 

Municipal Bonds in Default.. 
Notes Receivable (Same as 
Acc.ounts Receivable).... 

Organization Expense. 

Packaging and Shipping Items. 

Patents. 

Patterns. 

Pension Funds. 

Plant. 

Prepaid Items 

Insurance. 

Rent. 

Royalties. 

Supplies. 

Taxes. 

Processes. 

Profit and Loss (Deficit). 

Property.' 

Quarries. 


To Individuals. 

To Others. 

To Partners. 

To Stockholders. 

Term Loans (Same 
Bonds). 


Officers^ Deposits. 


Paid-in Surplus. 

Preferred or Preference Stock. 


Rent, Unpaid. 

Reserves 

Bad Debts (Deduct from 
Accounts Receivable).. 

Contingencies . 

Depletion (Deduct from 

Related Assets). 

Depreciation (Deduct from 

Related Assets). 

Discounts (Deduct from 
Accounts Receivable).., 
Inventory Adjustments 
(Deduct from Related 
Assets). 


Obsolescence (Deduct from 

Related Asset). 

Retirement Capital Stock 

Self-insurance. 

Taxes. 

Unexpired Subscriptions. . 
Unrealized Profit. 

Salaries. 

Salesmen's Deposits. 

Sales Lien. 

Social Security Taxes. 

Stock. 

Sundry Accounts Payable.. . 
Surplus Account 

Capital Surplus. 

Deficit . 

Donated. 

Earned. 


XXXX X' X XX XXXX 
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Guide to Classification of Balance Sheet Items.— {C(nUinued) 


Assets 

Current 

Slow 

Intangible 

Liabilities 

Current 

Slow 

Beal Estate. 


X 


Paid-In. 



B^eseRfeb Expense 



X 

Profit and Loss—If Red 



Beveniie Stamps.... . . . 

X 


Surplus. 



Rights, Publishing. 

Boyalty, Prepaid. 

X 

X 

Surplus from Appreciation 
Undivided Profits. 



Securities . 


X 





Ships. 


X 


Taxes, Unpaid. 

X 


Sinking Fund. 


X 


Term Loans {Same as Bonds) 
Trade Acceptances Payable. 



State Bonds. 

X 



X 


Stocks and Bonds^-^^. 

X 




Subscription Lists. 


X 

Unearned Income. 


X 

Surplus (Deficit). 



X 




Timber (Standing or Uncut).. 
Tools. 


X 


Wages, Unpaid. 

X 



X 




Tracings. 



X 




Trade Acceptances. 

X 






Trade Brand. 



X 




Trade-marks. 



X 




Trade Name. 



X 




Treasury Bonds. 


X 





Treasury Stock. 


X 




Trucks. 


X 




Unarnortized Mortgage or 
Bond Expense. 


X 




United States Government 
Securities. 

X 






Agencies of the Federal 
Government. 

X 






Unlisted Securities'-'*^. 

X 





Vessels. 


X 












_^^_1_ii_ 

Hee pp. 83 , 84. StH' i)p. 101, 103-104. Deduct. 


less knowledge of accounting principles and standards. Even among 
certified public accountants, the classification of items varies widely. 
One accountant will set up the cash surrender value of life insurance as a 
current asset while another accountant will consider this item as a 
miscellaneous slow asset; one accountant will set up receivables due from 
officers as a current asset, while another under similar circumstances will 
classify the item as a slow asset; and one accountant will treat the current 
serial maturity of a funded debt as a current liability, while another will 
leave this maturity lumped with the total funded debt as a deferred 
liability. Tn some cases, the difference is due to varying interpretation 
of management intentions. In most cases, the difference is a real differ¬ 
ence in opinion, or even lack of opinion, among accountants. 
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Schedule 2 on pages 113-116 for classifying balance sheet items has 
been prepared from experience in posting thousands of financial state¬ 
ments in almost every line of commercial and industrial activity in every 
state in the Union. This classification shows not only which items are 
current (that is, a current asset or a current liability), which items are 
noncurrent, also termed slow (that is, fixed assets, miscellaneous assets, 
and deferred liabilities), but also which items are intangible. There are 
accountants, bankers, and business consultants who differ in their indi¬ 
vidual classification of one or of several of these items, but this classifica¬ 
tion has generally proved to be conservative, effective, and reliable from 
the viewpoints of bankers, credit men, accountants, security underwriters, 
brokers, investors, officials of business enterprises, and analysts. 

TYPICAL FINANCIAL STATEMENT FORMS 

Many of the larger commercial banking institutions and business 
corporations, as well as mercantile agencies, have their own specially 
prepared financial statement blanks. The simple short forms are 
printed on two pages, while the more elaborate long forms run to four 
pages. In the long forms, the first page is lined to receive the assets 
and the liabilities, and the second page generally to receive the profit 
and loss statement and the reconciliation of surplus. The third and 
fourth pages then contain such supporting schedules and supplementary 
information as a breakdown of receivables, details regarding life insurance 
carried, segregation of investments, real estate, and mortgages, and 
contingent liabilities. 

The short forms are often printed on elongated sheets. The details 
of assets and liabilities are requested on the first page, and all other data 
on the reverse. The profit and loss statement and the reconciliation of 
surplus are condensed into one continuous schedule. The other schedules 
and supplementary information also are briefed. These forms provide 
for all the information usually available on smaller business enterprises, 
as the schedules and the supplementary information requested on the 
typical long form rarely apply to small concerns. All blanks cover 
approximate!}^ the same essential ground, with particular emphasis on 
different items or phases of supplementary financial information. Illus¬ 
trations of early financial statement forms appear on pages 11, 14, 16, 
18, and 20. Illustrations of typical financial statement forms now’ in 
current use appear on pages 104-105, 108-111, and 118-124. 

Specialized Financial Statement Blanks 

The statement form used by the National Credit Office, Inc., with the 
supplemental information sheet and accountant’s verification, taken 
together, are unique in their application and in their completeness. 
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STATEMENT MADE TO 

DUN & BRADSTREET, Inc 

For dw life ol S u btcri b e n m a Baiit Cor Credit and Innuanoe 


OtharNaoMor 
. Stria Uaad. If aa7_ 


ChwcooiplaMliatorb 


DATE OF STATEMENT, 
IS IMfORTANT 


I CASH ON HAND AND IN BANKS_ 

a CUSTOMERS SECEIVABUS: 
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Form 8.—Short form of financial statement used in mail requests by Dun & Bradstreet, Inc. 

(front side). 


The statement of financial condition is mailed in an envelope to every 
concern in the textile industry upon which National Credit Office, Inc., 
issues a credit report. One page of this form requests the usual balance 
sheet information with details of any investments and real estate holdings. 
The second page requests the profit and loss figures, the reconciliation of 
surplus, supplementary details regarding the condition of receivables, 
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Fobm 8.— (Continued) Short form of hnajicial statement used in mail requests by Dun & 
Bradstreet, Inc. (reverse side). 


merchandise, insurance, leases, and the names of depository banks. 
This document is prepared with flaps and, when folded, represents a 
self-mailing form which need not be sealed in an envelope. A similar 
type of financial statement blank is sponsored by the National Association 
of Credit Men for use in mercantile circles. This form makes it easier 
to prove the use of mails in the case of fraudulent failures, as the financial 
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BACKGROUND OF ANALYSIS 


STATEMENT OF FINANCIAL CONDITION AND PHYSICAL INVENTORV OP 



NATIONAL CREDIT OFRCE, INC. TWO PARK AYL. NEW YORK 16 . N. Y. 


Form 9. —Financial statement blank with flap for remailing, used by National Credit 

Office, Inc. (front side). 
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Fobm 9.— (Continued) Financial statement blank with flap for remailing, used by National 
Credit Office, Inc. (reverse side). 
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X'oRM 12.—Financial statement blank, with flap for remailing, prepared by the National 

Association of Credit Men. 


concern^s financial condition. Simultaneously the Accountants Veri¬ 
fication of the Statement of Financial Condition is mailed to the accountant 
who audited the books to obtain information regarding the scope of his 
audit and the length of time he has been on the books. These successive 
schedules are printed as received by the offset printing process, and are 
distributed immediately by the National Credit Office, Inc., to their 
interested members, banks, and mercantile houses. 
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These various schedules, including the innovation of requesting 
accountants' verifications, were developed by the National Credit 
OflBice, Inc., with the Uptown Credit Group of the Textile Industry 
and the Downtown Textile Group, Inc., both of New York City. The 
statement blank carries a footnote explaining that the form has been 
advocated and approved by these two groups. 

There is absolutely no standardization in balance sheet forms used by 
banking institutions, industrial and commercial business enterprises, 
accountants, or other groups. It hardly seems possible that any standard¬ 
ization will ever be reached. From time to time a particular form is 
recommended; it receives acceptance in a limited circle for a short while 
and is then succeeded by another form. There is no doubt, however, that 
balance sheets of responsible business enterprises are at present more 
understandable, reliable, detailed, and comprehensive than they were 
10 years ago. 

Posting a Comparative Statement Blank 

The final step which is taken with a balance sheet preparatory to analysis 
is to transpose the figures to a prepared comparative statement form 
technically known as a posting sheet. It makes no difference whether 
the figures were obtained in an accountant's report, on a financial 
statement blank of a banking institution or a mercantile creditor, from 
an annual report to stockholders, from an investment service, from a 
letterhead, or from a plain sheet of paper. If prepared comparative 
statement forms are not available, accountants' standard columnar paper 
or, as a last resort, plain paper may readily be used. The practical 
objective is to take any balance sheet, no matter how lengthy or how 
complicated, and to combine similar items under the four primary 
groupings of the assets and the three primary groupings of liabilities 
described in this chapter. In this way, the figures to be analyzed will be 
relatively few in number and in a comparative form from one accounting 
period to another. In this process, as already mentioned, it is desirable 
to deduct valuation reserves for bad debts, depreciation, obsolescence, 
and depletion from related assets, so that these asset items will be carried 
net on the posting sheet. 

Schedules 3, 4, and 5 are illustrative of this technique. Schedule 3 
takes the balance sheet of a moderate-sized retail store and, by the use of 
arrows running from items in the audited balance sheet to a particular 
item on the posting sheet at the right of the page, shows how all the 
original items are arranged and combined in accordance with the classi¬ 
fications given on pages 113-116. Cash in Banks of $5,747.32 and Cash 
on Hand of $515, for example, are combined to create the one item of 
Cash $6,262 on the posting sheet. In a similar way Notes Receivable 
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Form 13. —Comparative statement form used by Dun & Bradstreet, Inc. (front side). 


of $557.80, Fred Jacobs—Personal of $52.53, Deposits of $75, and Claims 
Receivable of $162.13 are combined into the one item of Miscellaneous 
Receivables carried in the posting sheet at $847. In this process the item 
Notes Receivable of $557.80, which is carried as a current asset by the 
accountant, becomes a slow asset on the posting sheet. The notes 
receivable are a miscellaneous asset in this case as a retail store has no 
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Form 13.— {Cordinued) Comparative statement used by Dun & Bradstreet, Inc. (reverse 

side). 


occasion to accept notes in its normal business operations. Below the 
rearranged balance sheet figures on the posting sheet, three supple¬ 
mentary figures have been computed, Net Working Capital at $49,492, 
the Current Ratio of 3.90, and the Tangible Net Worth of $60,130. Below 
these figures. Net Sales, Net Profits (after Federal income tax), and 
Dividends have been inserted for ready reference. 
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COMPARISON OF STATEMENTS (Cendenwd) 
Address 





Machinery, Fixtures and Equipment 


Deferred Chargea 


Patterns, Patents, Goodwill, etc. 


Treasury Stock 






Provision for Federal Taxes 


Capital Stork Common 









Fobm 14.—Comparative states^ent form used by First National Bank of Chicago 

(front side). 


Schedule 4 follows this same procedure for a wholesaler of tobacco 
products with a tangible net worth $450,430. The audited figures show 
Accounts Receivable—Trade Debtors of $134,566.09 less a Reserve for Bad 
Debts of $10,000, giving net Accounts Receivable of $124,566.09, Only 
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Gross Proflt 
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Fobm 14.— {Continued) Comparative statement form used by First National Bank of 

Chicago (reverse side). 


this net figure shows on the posting sheet. Sundry Accounts Receivable 
of $19)936.53 and Due from Employees of $3)000 are combined into the 
one figure of Miscellaneous Receivables of $22)936 in the posting sheet. 
In the liabilities) Sundry Accounts Payable (Commissions^ Royalties^ etc,) 






































































































































132 


BACKGROUND OF ANALYSIS 






Form 16.—Comparative statement form used by Mercantile-Commerce Bank & Trust 
Company, St. Louis, Mo. (front side). 


carried at $77,203.22 and Accrued Charges of $15,289.12 are combined 
into the one item of Accruals $92,492 in the posting sheet. In this 
process. Sundry Accounts Receivable $19,936.53 carried as a current asset 
by the accountant becomes a slow asset, and the Reserve for Contingencies 
$15,000 carried as a deferred liability by the accountant becomes a 
current liability. In the determination of the Tangible Net Worth, the 
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Form 16.— {Continued) Comparative statement form used by Mercantile-Commerce Bank 
& Trust Company, St. Louis, Mo. (reverse side). 

Deficit of $299,570 was deducted from the sum of the Capital Stock 
$30,000 and the Capital Surplus $720,000, to give the figure of $450,430. 

Schedule 5 for a large manufacturer of machines and tools with a 
tangible net worth of $38,543,712 has been treated similarly. As the 
Reserve for Doubtful Accounts and Notes of $130,523.85 is a valuation 
reserve, it has been deducted from the item of Accounts and Notes Receiva- 
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hie—Trade of $4,698,803.88 to give the net figure of $4,568,280.03 which 
is carried in the posting sheet. Other Accounts and Notes Receivable of 
$123,233.65, which the accountant has carried as a current asset, becomes 
a miscellaneous asset in the posting sheet. Reserve for Possible Loss 
of $2,750,000 set up against Investments has been deducted and only the 
net figure of Investments amounting to $1,931,821.29 is carried in the 
posting sheet. In the liabilities, the only change is the posting 
of the Contingency Reserves of $877,699.28 as a current liability. 
As a result of these modifications the Current Assets in the posting sheet 
amount to $17,728,714, compared with $17,851,947.74 in the audited 
figures, and the Current Liabilities to $3,732,527, compared with $2,854,- 
828.19 in the audited figures. The Tangible Net Worth was computed by 
deducting Patterns^ Drawingsy and Dies valued at $2,100,000 and Good 
Will valued at $11,000,000 from the sum of the 5 per cent Cumulative 
Preferred Stock, Common Stock, Capital Surplus, and Earned Surplus, 

If two or more balance sheets are being analyzed, the comparable 
items in each balance sheet are posted on the same line, thus making a 
running horizontal comparison relatively easy to follow. Many examples 
of this running comparison appear in succeeding chapters. Forms 
13, 14, and 15 picture three such comparative statement blanks. The 
figures from the oldest balance sheet are posted in the first column for 
figures at the left, and succeeding balance sheets follow in chronological 
order toward the right. The blank spaces in the extreme left-hand 
column are available for items peculiar to one concern, which may 
readily be inserted with ink in longhand. 

No matter how complete a balance sheet may seem to be, additional 
information is almost always needed by the skilled analyst. The 
particular points upon which explanatory information is needed come to 
his mind as the analyst transfers the figures from the statement form to 
his posting sheet, particularly if he has figures for previous years. A 
noticeable increase or decrease in any item—receivables, merchandise, 
due from officers or employees, current liabilities, net sales, or net 
profits—or in important ratios between items calls for explanations. 
What caused the increase or the decrease? Then the policy which 
brought about the increase or the decrease must be evaluated. As a 
result of these changes in the financial setup, the concern is either stronger 
or weaker, a better or a poorer risk. 

THEORY AND PROBLEMS 

1. An examination of the balance sheet of an industrial concern is made for credit 
purposes and the following conditions are discovered: 

a. Cash includes a substantial sum specifically set aside for the immediate recon¬ 
struction of plant and renewal of machinery. 
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b. Trade accounts receivable include a large amount of customers’ notes of which 
a considerable number have been renewed continually. The interest is settled 
on each maturity date and the makers are in good credit standing. 

c. Inventory includes retired machinery, some at regularly depreciated book value, 
other at scrap or sales value. 

d. Surplus includes a sinking fund reserve, set up out of profits in accordance with 
the trust deed. 

How should each of the foregoing items be shown on the balance sheet? Give 
reasons. [A.I.A. Examination] 

2. How would you suggest that the following items be presented in a balance sheet? 

a. Dividends in arrears on cumulative preferred stock. 

b. United States Treasury tax notes purchased for the payment of Federal income 
and excess-profits taxes. 

c. Serial maturity of a funded debt falling due in 10 months. 

d. Cash surrender value of life insurance payable to the business. 

e. Municipal bonds. 

3. Place the number of each item in the following consolidated balance sheet on a 
sheet of paper. Then classify each item in the assets as current, fixed, miscellaneous, 
or intangible, and each item in the liabilities as current, deferred, or net worth. 


Machinery Manufacturing Corporation 
Consolidated Balance Sheet, December 31, 19— 


Assets 

Current Assets 

1. Cash.. .. 32,197,523 

2. Marketable securities (less reserve to reduce to value 

based upon market quotations, $8,381). 53,144 

Receivables 

3. Customers’ notes, trade acceptances, 


and accounts. $ 2,357,439 

4. Unbilled charges to customers for 

tools and dies. 83,650 

5. Sundry. 35,763 

Total. $ 2,476,852 

6. Less: Reserve for doubtful receiva¬ 

bles. 13,300 2,463,552 

7. Inventories—Finished goods, work in process, ma¬ 


terials, and supplies (at lower of cost or market).. 2,646,488 

Total Current Assets. $ 7,360,707 

Investments and Miscellaneous Assets 

8. Notes and accounts receivable from employees.$ 3,193 

Claims arising from deposits in closed banks, $48,334; 

less reserve for losses of equal amount. — 

9. Mortgage receivable. 25,229 

10. Miscellaneous securities—at cost (less reserve for 

loss, $2,220). 1,500 

Total Investments and Miscellaneous Assets. 29,922 

Real Estate, Plants, and Equipment (net value based on 
sound values as appraised as of August 1, 19—, or at 
various dates prior; with subsequent additions at cost 
and less subsequent retirements and provision for 
depreciation) 
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11. Land. % 856,608 

12. Buildings and building fixtures. $ 3,123,273 

13. Machinery and equipment. 8,715,892 

Total. $11,839,165 


14. Lm: Reserves for depreciation. 6,604,696 5,234,469 

15. Construction in progress. 11,441 

Total Real Estate, Plants, and Equipment.. $ 6,101,518 

16. Patents and Good Will. 1 

Deferred Charges 

17. Prepaid taxes and unexpired insurance premiums... $ 120,600 

18. Deferred tool and die costs. 42,850 

19. Miscellaneous. 29,247 

Total Deferred Charges. 192,697 

Total . $13,684,845 

Liabilities 

Current Liabilities 

20. Accounts payable for purchases and expenses. $ 746,207 

21. Accrued Federal and Dominion of Canada income 

taxes. 426,111 

22. Other accrued liabilities—Pay rolls, sundry taxes, 

royalties, and miscellaneous. 397,854 

Total Current Liabilities. $ 1,570,172 

Reserves 

23. For possible additional Federal income taxes. $ 27,416 

24. Miscellaneous. 13,576 

Total Reserves. 40,992 

Minority Interest in Motor Specialties Company, Inc. 

25. Class A capital stock of no par value—52,090 shares $ 409,490 

26. Common capital stock of no par value—83 shares.. 653 

Total Minority Interest. 410,143 

Capital Stock and Surplus 

Capital stock of no par value. $9,566,653 


Represented by 

Class A convertible preference—Entitled to 
cumulative dividends of $2.50 per share 
annually and in the event of redemption or 
liquidation to $45.00 per share, plus accumu¬ 
lated dividends (authorized, 500,000 shares; 
issued, 174,480 shares). 

Class B (authorized, 2,000,000 shares; issued, 

802,087 shares). 

Less: Capital stock in treasury—480 shares Class A 
and 17,087 shares Class B 

At cost. 282,487 

27. Net capital stock (174,000 shares Class A; 785,- 

000 shares Class B). $9,284,166 

Surplus—Including capital surplus 

29. Unappropriated. $ 2,096,885 

30. Appropriated to cover cost of capital 

stock in treasury as deducted from 

capital stock above. 282,487 2,379,372 


Total Capital Stock and Surplus. 11,663,538 

Total . $13,684 ,845 
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4 . Revise the following balance sheet of the Star Manufacturing Co., Inc., as to 
form, content, and presentation of the items, based upon the information set forth 


below: 

Star Manufacturing Co., Inc. 

Balance Sheet, December 31, 19— 

Assets 

Current Assets 

Cash on hand and in banks. $137,500 

Notes receivable (less discounted notes $20,000). 60,000 

Accounts rec(iivable (less reserve $8,500). 247,800 

U.S. Govt, bonds (plus accrued interest, $420). 42,350 

Total Current Assets. $ 487,650 

Working and Trading Assets 

Raw materials and supplies. $ 92,440 

Work in process. 110,700 

Finished goods, including consigned merchandise, $21,670.. 181,320 

Total Working and Trading Assets. 384,460 

Investment in the Capital Stock of Other Companies. 120,000 

Capital Assets 

Land and buildings at cost (less depreciation). $440,000 

Machinery and equipment (less depreciation, $162,800).... 332,000 

Furniture and fixtures (less depreciation, $3,200). 15,900 

Total Capital Assets. 787,900 

Sinking Fund for Retirement of First Mortgage Bonds. 69,700 

Treasury Stock. 10,000 

Prepaid Expenses and Deferred Charges. 24,700 

$r, 884,410 

Liabilities 

Current Liabilities 

Accounts payable—trade. $273,000 

Accrued pay rolls and interest. 15,620 

Reserve for Federal income taxes. 72,000 

Reserve for other taxes. 14,300 

Installment notes payable $12,000 on first of each month 

beginning Jan. 1, 19—, and accrued interest $4,500. 124,500 

Total Current Liabilities. $ 499,420 

Dividends payable Jan. 16, 19—. 6,000 

4% first mortgage bonds due at end of 20 years. 350,000 

Capital Stock and Surplus 
Capital stock 

Preferred, 2,000 shares authorized; 1,800 shares issued. . . $180,000 
Common, 3,000 shares authorized; 2,500 shares issued. . . 250,000 

Subscriptions to common stock, 400 shares. 22,000 

Total Capital Stock. $452,000 

Earned surplus 

Reserve for employees^ pensions. $ 14,000 

Free and available for dividends. 159,990 

Total Earned Surplus. 173,990 

Capital surplus. 403,000 

Total Capital Stock and Surplus. 1,028,990 

$i,884,410 


Through inquiry and investigation you obtain the following information with 
respect to items in the foregoing balance sheet: 
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1. Cash includes $14,000 in an employees* pension fund. 

2. The U.S. Government bonds represent $42,000 face value 2 per cent Treasury 
bonds valued at cost plus accrued interest. The market value of such bonds on 
statement date was $44,700. 

3. Accounts receivable include $8,400 of advances to employees. 

4. Accounts receivable also include $15,000 advanced to suppliers of raw materials 
for materials neither received nor in transit. Since the placement of the orders, 
which are not subject to cancellation, the replacement cost of the materials has 
declined to 70 per cent of the commitment price. 

5. Raw materials and supplies are stated at amounts lower than market and include 
invoices received, in the amount of $7,000, for materials shipped f.o.b. point of 
shipment and in the hands of common carriers on December 31, 19—. Excluded 
are $9,000 of raw materials received three days prior to statement date, for 
which invoic.es are dated fifteen days after statement date. 

6. Work in process is valued at actual cost of direct materials and direct labor, plus 
a normal charge for manufacturing overhead based upon company experience, 
which is less than market value. 

7. Finished goods are similarly valued, except for merchandise in hands of con¬ 
signees, which is priced and billed bn memorandum at 110% of cost. Finished 
goods valued at $140,000 are pledged against installment notes payable to bank. 

8. Of the capital stock investments in other companies, $95,000 represents invest¬ 
ments at cost in 50 % or more of the stock of subsidiary companies. The realizable 
values of such investments exceed cost, and income therefrom is recorded as 
dividends are received. 

9. The remaining investments represent small stock interests considered necessary 
for business operations, having an aggregate market value of $21,800 at statement 
date. 

10. The land and buildings account, when analyzed, discloses the following— 


Cost of land. $ 75,000 

Depreciated cost of buildings six years prior to statement 
date, established by revenue agent’s report, adjusted for 

subsequent additions and retirements. 669,500 

Accumulated depreciation. 304,500 


11. The sinking fund consists of $19,700 in cash and $50,000 of the company’s own 
first mortgage 4 per cent bonds. 

12. The treasury stock represents 100 shares of preferred valued at par and acquired 
for resale to employees. 

13. The preferred stock has a $100 par value. It is cumulative at the rate of 5 per 
cent, and is callable at 105 per cent of par value plus accumulated and unpaid 
dividends, if any. The 1,800 shares issued include the 100 shares in the treasury. 

14. The common stock also has a $100 par value. The subscriptions to 400 shares 
of common stock are stated in the balance sheet net of $18,000 representing 
receivables from subscribers on their stock subscription contracts. 

15. The reserve for employees’ pensions of $14,000 offsets the amount of cash in the 
employees’ pension fund. This fund was set up during the year as a result of a 
contract with employees. 

[A.I.A. examination] 

6. Give five factors that have influenced the increased publication of balance sheets 

during the past 75 years. 
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6. Set up the following two successive jBscal balance sheets of Regulator Machine 
Company, Inc., on a comparative statement form, making all necessary changes in 
the classification of items. Then compute the current assets, the current liabilities, 
the net working capital, the current ratio, and the tangible net worth from each 
balance sheet. 


Regulator Machine Company, Inc. 

Consolidated Balance Sheet, December 31, Year B 
Assets 

Current Assets 

Cash (including $241,322.02 to be used on a government contract).. $ 7,430,767 


Dominion of Canada bonds—at cost. 72,072 

Notes and accounts receivable (including unbilled charges for plant 
facilities)—less reserves for doubtful notes and accounts, $62,004.50 9,398,318 

Accounts receivable from English and Swedish subsidiaries. 13,049 

Sundry accounts receivable. 167,704 

Inventories—raw materials, supplies, goods in process, and finished 

goods (at cost, not in excess of market). 12,603,425 

Preliminary expenses incurred under a government contract. 1,343,000 

Total Current Assets. $31,028,325 

Due Officers and Employees. 517,000 

Investment in English and Swedish Subsidiaries. 44,617 

Cash Value of Life Insurance Policies. 233,619 

Real Estate, Plant, and Equipment. 4,289,648 

Patents—^Less Amortization, $100,176. 200,100 

Trade-marks and Good Will. 1 

Deferred Manufacturing Expenses. 337,025 

Other Deferred Charges, Etc. 191,250 

Total . $36,841,585 

Liabilities 

Current Liabilities 

Accounts payable. $ 1,809,738 

Advances against contract by United States government. 2,204,322 

Accrued expenses and taxes other than income and capital stock taxes 557,972 
Federal capital stock, Canadian (including excess-profits 

tax), and state taxes. $ 1,091,040 

Federal income taxes. 13,468,024 

Total. $14,559,064 

Less: United States Treasury notes available for pay¬ 
ment of Federal income taxes. 4,900,000 9,659,064 

Notes payable—^l)anks. 6,000,000 

Total Current Liabilities. $20,231,096 

Special Contingency Reserve. 500,000 

4% cumulative convertible, Series B—30,700 shares. $ 3,070,000 

4H % cumulative. Series C—25,000 shares. 2,500,000 

Common (authorized, 750,000 shares without par value; 

issued, 621,963 shares, less 63 shares in treasury). 3,291,499 

Total Capital Stock. 8,861,499 

Paid-in and other capital surplus. $ 914,531 

Earned surplus. 6,334,459 

Total Surplus. 7,248,990 

Total . $36,841,585 
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Rsoulatob Machine Company, Inc. 
Consolidated Balance Sheet, December 31, Year A 
Assets 

Current Assets: 

Cash (including $574,078.76 to be used exclusively on a government 

contract). 

Dominion of Canada bonds—at cost. 

Notes and accounts receivable (including unbilled charges for plant 
facilities)—less reserves for doubtful notes and accounts, $62,(X)4.. 

Account receivable from English subsidiary. 

Sundry accounts receivable (including employees’ accounts of $84,466) 
Inventories—raw materials, supplies, go^s in process, and finished 
goods (at cost, not in excess of market)— (including $2,908,321 to be 

used exclusively on a government contract). 

Preliminary manufacturing expenses incurred under a government 

contract. 

Total Current Assets. 

Due Officers and Employees. 

Investment in English and Swedish Subsidiaries. 

Cash Value of Life Insurance Policies. 

Real Estate, Plant and Equipment—at (2k)st, Less Reserves for Depreci¬ 
ation and Amortization, $2,741,125. 

Patents—^Less Amortization, $118,403. 

Trade-marks and Good Will. 

Deferred Charges, Etc. 

Total. 

Liabilities 

Current Liabilities 

Accounts payable. 

Advances against contract by United States government. 

Accrued expenses and taxes other than income and capital stock taxes 
Income and capital stock taxes 
Federal income and capital stock, Canadian (including 


excess-profits tax), and state taxes. $1,668,467 

Federal income taxes. 7,858,000 

Total.'. 

Notes payable—banks. 

Total Current Liabilities. 


Reserves for Special Contingencies including Those Arising from War 


Conditions. 

4% cumulative convertible, Series B—issued and out¬ 
standing, 30,700 shares. $3,070,000 

4J4% cumulative. Series C—issued and outstanding, 

25,000 shares. 2,500,000 

Common (authorized, 750,000 shares without par value; 
issued, 621,963 shares, less 63 shares in treasury; out¬ 
standing, 621,900 shares). 3,291,499 

Total Capital Stock. 

Paid-in and other capital surplus. $ 914,530 

Earned surplus. 7,459,512 

Total Surplus. 

Total. 
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$14,054,669 

90,090 

6,808,259 

12,941 

323,752 


20,917,463 

1,744,784 

$43,951,948 

1,064,318 

44,617 

251,296 

4,545,188 

194,911 

1 

225,993 

$50,278,272 


$ 2,526,961 
3,659,737 
1,404,566 


9,526,467 

15,000,000 

$32,177,731 

925,000 


8,861,499 


8,374,042 

$5 0,278,272 
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7. For each of the following paragraphs state the letter and related number of the 
correct completing phrase. 

(a) The M Company has under construction a large additional machine shop for 
its own use. Construction work in progress applicable thereto should appear 
on its balance-sheet as 

(1) a current asset, a part of work-in-process inventory 

(2) an intangible asset. 

(3) an investment. 

(4) a fixed tangible asset. 

(5) a part of surplus. 

(b) The M Company’s cash includes a sum of $1,000,000 appropriated by resolu¬ 
tion of the board of directors for the construction of a new plant. On its 
financial statements this amount should be included 

(1) on the balance-sheet as a current asset. 

(2) on the balance-sheet as a non-current asset, specifically identified. 

(3) on the balance-sheet as a fixed asset, included as part of plant cost. 

(4) on the income statement as a non-operating expense. 

(5) on the balance-sheet as an allocation of surplus. 

(c) The trial balance of the P Company as of June 30, 1947, the end of its fiscal 
year, included opposite the title “Estimated Federal Income Taxes Accrued” 
the amount of $27,564.12, which included the company’s estimate of the 
Federal income tax it would have to pay for its 1947 fiscal year and the 
amount of an unpaid additional assessment for the 1945 fiscal year. This 
amount should appear. 

(1) on the balance-sheet as a general reserve. 

(2) on the balance-sheet as a reduction of current assets. 

(3) on the balance-sheet as a current liability. 

(4) on the balance-sheet as an allocation of earned surplus. 

(5) on the balance-sheet as an allocation of other surplus. 

(d) The S Company leased space in a building for a period of 10 years from 
January 1, 1946. It spent $25,000 for improvements to the space to adapt 
it to its needs, it being expected that such improvements would outlast the 
period of the lease. The improvements were completed and placed in service 
on January 1, 1947. On the company’s financial statements as of Decem¬ 
ber 31, 1947, and for the year then ended, the amount expended should be 
shown 

(1) on the balance-sheet as a non current asset. 

(2) on the income statement as an operating expense. 

(3) on the balance-sheet as paid-in surplus. 

(4) on the balance-sheet as a current asset. 

(5) apportioned between the income statement and the balance sheet, the 
income statement portion appearing as an operating expense and the 
balance-sheet portion as a non-current asset. 

(e) The Y Company issued, on October 31, 1947, $1,000,000 of 20-year general 
mortgage bonds, at 105. The premium on these bonds should appear on the 
company’s balance-sheet at October 31, 1947, as 
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(1) a part of capital surplus. 

(2) a part of earned surplus. 

(3) a part of the liability, “bonds payable.” 

(4) a deferred credit. 

(5) an intangible asset. 

[A.I.A. examination] 

8. Select the current asset and current liability items from among the following list 
of debit and credit accounts and classify them in the manner in which they might 
respectively appear on the balance-sheet of a large manufacturing company. 


Debits 

Plant and equipment 
Cash in bank 

Inventory of operating parts and supplies 

Inventory of raw materials 

Goodwill 

Cash and U.S. Government bonds set 
aside for property additions 
Investment in subsidiary 
Accounts receivable: 

U.S. Government contracts 
Regular 

Instalments—due in 1946 
Instalments—due in 1947-48 
Patent rights 

Inventory of finished goods 
Inventory of work in process 
Deficit 

Interest accrued on U.S. government 
securities 
Notes receivable 
Petty cash fund 

U.S. Government securities 

Treasury stock 


Credits 

Accrued payroll 

Reserve for renegotiation of U.S. Govern¬ 
ment contracts 
Notes payable 
Accrued interest on bonds 
Reserve for depreciation 
Accounts payable 
Capital Surplus 

Accrued interest on notes payable 
5 % 1st Mortgage Bonds to be redeemed 
in 1946 

Capital stock—^preferred 
Income applicable to 1947-48 
Reserve for contingencies 
4J^ % 1st mortgage bonds due in 1961 
Preferred stock dividend, payable No¬ 
vember 1, 1946. 

Reserve for doubtful accounts receivable 
Provision for federal income taxes 
Excess overhead distributions 
Customers advances (on contracts to be 
completed in 1947) 

Reserve for raw materials inventory 
Premium on bonds to be redeemed in 
1946 

Officers’ 1946 bonus accrued 

[A.I.A. examination] 


9 . State (a) the relationship among business organizations which makes the prepa¬ 
ration of consolidated financial statements advisable and (b) the purpose of preparing 
consolidated financial statements. 


10. In August, 19—, the Rex Corporation purchased for its use in manufacturing 
operations, at a cost of $200,000, real estate, consisting of land and a building erected 
thereon, subject to a mortgage of $125,000, but has not at any time assumed the 
mortgage. In preparing the company’s financial statements as of August 31, 19—, 
the close of its fiscal year, the controller included the gross cost of the property, 
$200,000, in fixed assets and the amount of the moitgage, $125,000 in fixed liabilities. 
The company’s treasurer objected, contending that the amount of the mortgage should 
be shown on the assets side of the balancensheet as a deduction from the gross cost 
of the real estate, and omitted from the liability side of the statement. 
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Would you uphold the controller in his presentation or the treasurer in his con¬ 
tention? Give reasons for your answer. 

[A.I.A. examination] 

11. In response to a request from a prospective client, criticize briefly, item by item, 
the form and terminology of the following balance-sheet. 

BALANCE-SHEET OF THE ABC COMPANY 
For the Year Ended December 31, 1946 
Assets 

Current: 

Cash and related items. $ 11,000 

Accounts and notes receivable. 768,000 

Raw material (market $100,000). 160,000 

Work in process, cost. 36,000 

Finished goods, sales price. 316,000 

Supplies. 78,000 

Investments. 166,000^ 

Fixed: 

Land, buildings, machinery, patents. 1,600,000 

Investments. 300,000 

Treasury Stock. 18,000 

Deficit. 800,000 

Total assets. $4,130,000 

Liabilities 

Current: 

Miscellaneous current liabilities. $ 64,000 

Accounts and notes payable. 826,000 

Fixed: 

Mortgages and bonds. 1,000,000 

Preferred and common stock. 1,700,000 

Reserves for depreciation. 200,000 

Miscellaneous reserves. 360,000 

Total liabilities. $4,130,000 

[A.I.A. examination] 






















PART II 


Analysis of Small Business Enterprises 



Part II consists of one chapter on the 
analysis of small business enterprises by the breakdown 
of sales income. As approximately 80 per cent of all active 
commercial and industrial concerns have a tangible net 
worth of SlOyOOO or lesSy this technique of financial inter- 
pretationj known as sales analyseSy has wide application. 
In this techniquCy the net sales of a particular business 
enterprise are broken down into three elementSy namelyy 
(1) cost of materialSy {2) manufacturing labory and (3) 
other expenses plus net profit, Thai portion of the net sales 
income available monthly for the payment of materials is 
compared directly with the item of accounts payable in the 
current liabilities section of the balance sheet. If this 
portion of income available over the period covered by pur¬ 
chasing terms is equal to or greater than the accounts paya- 
blcy trade obligations will probably be paid promptly or by 
discount, 7/, on the other handy the income available for 
this purpose over the period of the purchasing terms is less 
than the accounts payabUy some portion of the trade pay¬ 
ments will run slow. This method of sales analysis has 
particular application to smaller business enterprises that 
make little or no use of bank credity and accordingly rely on 
merchandise suppliers for necessary credit. Where bank 
credit is usedy this technique is not applicable as bank credit 
is obtained to meet current merchandise obligations and to 
tide over a period of inadequate cash income. The current 
assets of the typical small retail enterprise generally consist 
of cash and inventory. Small manufacturers and whole¬ 
salers also carry moderate receivables. 



CHAPTER V 


ANALYSIS OF SMALL BUSINESS ENTERPRISES 

As stated in Chap. I, there were 1,855,000 active commercial and 
industrial business enterprises listed in the July, 1944, issue of The 
Reference Book of the Mercantile Agency, and 2,640,000 in the January, 
1949, issue. Between these two dates, there was an increase of 785,000, 
or 43.4 per cent, in the number of listed business enterprises. This 
numerical increase was the greatest which had ever taken place in our 
history. Although no exact figures are available, it is known that a very 
high proportion of these new business ventures were started with moder¬ 
ate capital. There is no place in the world where it is so easy to go into 
business, or so easy to go out of business, as in the United States. In a 
study of the age of a sample of 4,381 business concerns—mostly small 
ventures—which failed in 1948, 69.0 per cent had been in existence 
4 years or less. 

Studies made in prior years indicated that approximately 80 per cent 
of all commercial and industrial business concerns had a tangible net 
worth of $10,000 or less, and there is every reason to believe that this 
percentage continues to hold true today. As the tangible net worth 
grouping increases in size, a smaller and smaller percentage of all active 
business enterprises is represented. Concerns with a tangible net worth 
between $50,000 and $200,000 represent approximately 3.5 per cent; 
from $200,000 to $1,000,000, 1 per cent; and above $1,000,000, only 
0.5 per cent. These figures indicate the tremendous importance of small 
business enterprises in our national economy. 

Approximately 80 per cent of all active commercial and industrial 
concerns in the United States are retail enterprises. Bank credit 
is available to only a moderate portion of these smaller retailers, an 
occasional corner grocery store, shoe store, drugstore, or the delicatessen 
shop. Few of the owners of these smaller establishments realize that a 
bank relationship is one that may be cultivated into an eventual 
extension of modest credit; on the other hand, these smaller accounts are 
rarely the ones to invite a banker^s sustained interest. Most small 
retailers are restricted in their use of credit to their merchandise suppliers, 
with some additional credit obtained now and then when a piece of 
machinery, a refrigerator, or a showcase is purchased on a moderate down 
payment with the balance in installments. With the recent growth in 
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the number of city commercial banks and trust companies that have 
organized personal loan departments, and with the great increase in the 
volume of personal loans, this new type of credit in small amounts repre¬ 
sents an important growing source of loans to smaller business concerns. 

CHARACTERISTICS OF SMALL BUSINESS 

Economic activity in the American capitalistic system is based upon 
the existence of this tremendous number of small establishments. Small 
businesses not only constitute a large segment of the entire business 
field; they also perform certain functions and services that are not 
duplicated elsewhere in our economy, and in so doing have a distinctive 
value in our national life. The first of these contributions represents the 
special services performed for the consumer, thus complementing and 
rounding out the production methods of big business. Second are the 
contributions made by the small business to big business where central 
industrial units receive the output of small concerns that have produced 
parts for assembly, and conversely, where small independent concerns 
carry on secondary and tertiary manufacturing processes for large 
corporations. Small business in the aggregate is an important customer 
of large business. Third is the fact that small business in many industries 
also competes with the large, the most impressive present-day example 
being provided by the transportation field. In this process the indi¬ 
vidual, small enterprise is the living expression of the initiative and 
individualism of the open competitive economic system. Fourth is the 
fact that small business supports a considerable part of the population.^ 
Fifth, the only way to obtain distribution of many commodities in rural 
and sparsely settled communities is through the small store. 

Freedom in the economic world of a democracy is based upon the 
existence of a steady flow of business enterprises into and out of this 
group—the liquidation of tens of thousands^ of these concerns each year 
as they are unsuccessful, as the owners die, voluntarily liquidate or sell 
their assets, retire, or move to some new location; and the starting of 
many thousands of new ventures. There is no other way, at this stage 

1 Monograph No. 17, Problems of Small Business^ pp. 256-259, Investigation of 
Concentration of Economic Power, a study made under the auspices of the Depart¬ 
ment of Commerce and the Securities and Exchange Commission for the Temporary 
National Economic Committee, Seventy-sixth Congress, Third Session, Pursuant to 
Public Resolution No. 113, 1941. 

* For the 10 years 1939-1948 inclusive, an average of 412,500 new commercial and 
industrial business enterprises started operations yearly and an average of 359,300 
discontinued operations. For 1947 and 1948 the new concerns were 712,000 and 
674,000 respectively, and the discontinuances were 498,000 and 525,000 respectively. 
Approximately 12.5 per cent of the new enterprises represent successions to established 
concerns in which the old ownership has been retained; approximately 28.1 per cent 
are successions in which the previous ownership has been eliminated; and approxi¬ 
mately 59.4 per cent are newly established enterprises. 
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of economic development, to obtain the refined distribution of all kinds 
of merchandise into every community in the land, except by a gigantic 
development in the consumer cooperative movement; such an achieve¬ 
ment would put hundreds of thousands of small retailers out of business 
even if it might otherwise be desirable. 

So, the fact must be stressed that small business enterprises are those 
which have a tangible net worth of $10,000 or less,* and as previously 
mentioned represent approximately 80 per cent of all active commercial 
and industrial concerns. This very percentage emphasizes the utmost 
importance of small business in the existing economy of the United States. 
It is only natural that the Special Committee to Study Problems of 
American Small Business of the U.S. Senate, which was in existence 
from 1940 to 1948, created widespread interest in the fate and in the 
outlook of small business enterprises. 

Contrast between Small and Large Business 

It is the unusual small retail business enterprise that sells merchandise on 
credit. Daily sales are made largely for cash. As a result, the current 
assets of the typical small retail enterprise generally consist of only two 
items, cash and inventory. Small wholesalers and small manufacturers 
make all or most of their sales on credit terms, and a representative 
proportion of their current assets is made up of accounts receivable, notes 
receivable, and occasional trade acceptances, along with cash and 
inventory. 

The principles described in succeeding chapters for the analysis of 
financial statements of larger commercial and industrial business enter¬ 
prises also apply to these smaller concerns, but in a modified manner. 
An owner of a small business employing eight individuals can control the 
operations of his concern much more easily than the president of a 
corporation with 15,000 employees laboring at three widely separated 
plants and in an executive office located in New York City. If the 
inventory of an establishment with a tangible net worth of $10,000 or 
less is heavy, it can more readily be reduced than the inventory of a 
large corporation, because the amount to be assimilated by the market is 
relatively small, its forward commitments are fewer, for a smaller variety 
of items, and for. smaller amounts. In case of absolute necessity, the 
small concern may even sell a substantial part of its inventory at whole- 

^ Edwin B. George, in a series of four comprehensive articles, made a study of the 
various mediums by which busings enterprises are considered “large and small,” 
such as total assets, tangible net worth, annual sales, number of employees, value of 
product, and income. These articles are *‘How Big Is Big Business,” ‘Ts Big Busi¬ 
ness Getting Bigger,” ‘'How Did Big Business Get Big,” and “Profits and Dividends: 
Big Business v. Small,” which appeared, respectively, in the following numbers of 
Dun^s Review^ March, 1939; May, 1939; ^ptember, 1939; and January, 1940. 
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sale without any appreciable lapse in time. If expenses must be cut by 
reducing the personnel, a reduction of 50 per cent may be made in a 
fraction of the time needed to accomplish the same objective by any large 
nationally known corporation. 

A financial condition unbalanced by top-heavy investments in fixed 
assets, excessive funded liabilities, light working capital, heavy liabilities, 
or burdensome overhead may be as detrimental to the existence of the 
small as to the large business enterprise. There does exist, however, an 
ease of control and maneuverability that bears an inverse relationship to 
size. 

TECHNIQUE OF SALES ANALYSIS 

Income from net sales is the lifeblood of every commercial and indus¬ 
trial business enterprise. As in human life, the quality, the quantity, 
and above all the regularity of the flow govern the physical appearance 
and the internal condition of the business organism. The distribution 
of every dollar utilized in the operation of a commercial or industrial 
concern is regulated by the actual net sales or the expected sales volume. 
Consequently, every item in the balance sheet has a definite relationship 
to the net sales. In the sales analysis of balance sheets of small concerns, 
the relationship between the net sales and the current liabilities is of 
particular interest. 

Income flows from inventory into receivables, where credit terms are 
used, from receivables into cash, and from cash back into inventory. 
Where sales are made only on a cash basis, the cycle is short-circuited 
by the elimination of the receivables. The inventory is accumulated 
in keeping with the expected sales demand, the receivables rise and fall 
with the flow of sales, except in those cases where sales are made only 
for cash, and the cash fluctuates with the income from net sales less the 
disbursement to create or replenish the inventory and to pay salaries, 
labor, and all overhead expenses. 

Elements of Net Sales 

The sales income of a commercial or industrial concern is distributed in 
many directions. It is used to purchase merchandise, to meet pay rolls, 
to pay rent, insurance, light, heat, telephone, taxes, and to take care of 
the many other debts of a going enterprise. These disbursements may 
be classified into several groups depending upon the purpose of the outlay. 
Purchases of merchandise by a wholesaler or a retailer, including trans¬ 
portation in, for example, may be grouped under cost of material; the 
relationship between cost of material and net sales is generally referred 
to as percentage cost of sales. The cash funds spent by a manufacturer 
for direct labor, maintenance, power, light, and heat to convert raw 
materials into finished goods may be grouped under manufacturing costs 



ANALYSIS OF SMALL BUSINESS ENTERPRISES 


151 


but with two primary subdivisions of labor and other expenses; and the 
costs incurred in distributing the finished products, such as salesmen’s 
salaries and commissions and advertising, may be grouped under selling 
expenses. Similarly, the various other expenses, as explained in Chap. 
XVIII, may be classified according to the employment of the funds. 
After all disbursements have been accounted for, the residue of the net 
sales income is termed operating profit^ 

To simplify the analysis of small business concerns, the term element 
of net sales is used to indicate each of the three general classes of dis¬ 
bursements into which closely related expenditures have been arbitrarily 
classified. These elements vary in their proportion to net sales, depend¬ 
ing upon the method of operation of a particular concern, that is, whether 
it operates as a retailer, a wholesaler, or a manufacturer. For retail 
and wholesale concerns, the proportion of net sales represented by cost 
of materials (that is, cost of merchandise sold) invariably is greater than 
the proportion of net sales represented by the cost of raw materials used 
in manufacturing processes. Only with manufacturers do manufacturing 
labor costs appear. The three elements of disbursements and their 
respective proportions of net sales are grouped around the following 
general percentages: 


Element of Net Sales 

Retailer 

Wholesaler 

Manufacturer 

Cost of Materials. 

70 

85 

50 

Manufacturing Labor. 

35 

Expenses and Net Profits. 

30 

15 

15 

Net Sales. 

100 

100 

100 



These percentages are approximate averages. Actually, a wide range 
of percentages exists for each element of net sales under each method of 
transacting business. The cost of raw materials for manufacturers 
may range from a low of approximately 20 per cent for manufacturers of 
roofing tile and bicycles, to an extreme high of around 85 per cent for 
cane sugar refining, and manufacturers of cheese and of creamery butter;® 

* Operating profit should not be confused with final net profit. Charges of various 
natures are often deducted from operating profit to arrive at a final net profit. At 
times, charges are also made to surplus which in reality should be taken into con¬ 
sideration before arriving at a final net profit. This subject is discussed further in 
Chap. XIX. 

® An analysis of the census figures of the United States covering the year 1939 
reveals the fact that for all manufacturing concerns whose annual production exceeded 
$5,000, materials purchased amounted to $32,161,000,000, representing 56.5 per cent 
of the selling price of the finished merchandise. The aggregate expenditures for 
wages and salaries amounted to $11,628,000,000 and was little more than one-third 












152 


ANALYSIS OF SMALL BUSINESS ENTERPRISES 


for wholesalers it runs from approximately 55 per cent for the distributors 
of breakfast cereals to around 95 per cent for wholesalers of copper, 
tobacco, and tobacco products except leaf;® and for retailers, as will be 
seen in Schedule 6, it ranges from 49.8 per cent for retail fur stores to 
83.7 per cent for retail grocery stores. The cost of materials in each 
dollar of net sales is least in manufacturing, larger in retailing, and largest 
in wholesaling. Conversely, as a general rule, wholesalers use the greater 
part of their income from net sales to pay merchandise liabilities, retailers 
a smaller portion, and manufacturers the least. 

Labor costs and overhead expenses, such as rent, light, heat, telephone, 
insurance, and taxes, invariably have first call on the income; merchan¬ 
dise indebtedness is paid only after these internal charges have been 
met. For this simple but very important everyday fact, the net sales 
income must be broken down into the above-mentioned broad elements 
of expense when determining by sales analysis the ability of a small 
concern to meet its merchandise obligations on time. 

T3rpical Retail Operating Experience 

Schedule 6 on page 154 gives the typical operating experiences of 44 
lines of retail trade based upon surveys of operating expenses conducted 


as large as the cost of raw materials. Sixteenth Census of the United States: 1940> 
Vol, /, Manufacturers^ pp. 22-23 (published in 1942). For manufacturing as a whole, 
these ratios have changed little in more than 30 years, except that in 1931 materials 
purchased were relatively less important and wages and salaries were more important. 

® See Sixteenth Census of the United StcUeSy 1940, Vol. IIy Wholesale Trade covering 
the year 1939. This extensive study gives percentages of total operating expenses, 
exclusive of cost of merchandise, to net sales for all divisions of wholesale trade broken 
down by geographical districts and sales groups. The difference between 100 per 
cent and the percentage of total operating expenses to net sales gives the average per¬ 
centage income available to pay merchandise invoices for each division of trade by 
sales groups. This study confirms the general impression that the percentage of 
operating expenses generally decreases as annual net sales increase. Total expenses, 
for example, of all wholesalers in the United States with sales below $10,000 amounted 
to 26.0 per cent of net sales for 1939 (p. 90). From this point the expense ratio 
decreased steadily with an increase in net sales: 


Sales Group 

Aggregate Sales 

Operating 

Expenses 

Expense 

Ratio 

Under $10,( 

DOO. 

68,382,000 

15,201,000 

26.0 

10,000- 

49,999. 

810,906,000 

173,558,000 

21.4 

50,000- 

99,999. 

1,213,777,000 

234,397,000 

19.3 

100,000- 

199,999. 

2,017,339,000 

361,367,000 

17.9 

200,000- 

299,999. 

1,641,469,000 

264,246,000 

16.1 

300,000- 

499,999. 

2,376,989,000 

363,329,000 

14.9 

600,000- 

999,999. 

3,482,371,000 

470,112,000 

13.5 

1,000,000-1 

,999,999. 

2,792,112,000 

344,668,000 

12.3 

2,000,000 and over. 

6,026;212,000 

446,878,000 

8.9 

All establishments. 

19,418,647,000 

2,662,646,000 

13.7 
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during the years given for respective lines of activity by various authori¬ 
ties. This survey has been condensed into four coliunns of percentage 
figures for the particular use in sales analyses of smaller retail business 
enterprises. These four columns are cost of materials, net profit or loss, 
funds available for paying merchandise obligations (representing the 
total of the first two columns), and total operating expenses."^ 

The totals of the third and fourth per cent columns equal 100 per cent 
and represent the income from net sales. It is the third column which 
particularly affects the sales analyses of small retail enterprises. The 
operating expenses, as measured by the percentage of net sales income, 
is lowest with retail grocery stores at 13.2 per cent, followed by retailers 
of farmers’ supplies wffch 15.0 per cent, country general stores with 15.4 
per cent, retail grocery stores with filling stations at 15.7 per cent, and 
highest with garages which handle repairing at 46.8 per cent. 

The percentages in this schedule are typical for the retail trades that 
are listed. These percentages, however, vary from one locality to 
another, from a large city where rents and labor costs are high, to a 
country village where rents and labor costs are low. Moreover, these 
percentages vary from one store to another in the same locality depending 
upon the operating policies of the management, whether little or con¬ 
siderable advertising is used, whether rent expense is high or low, whether 
liberal or small salaries are taken out by the owner or the owners for 
their services. As a general rule, however, two characteristics are pre¬ 
dominant regardless of the size of the city; the small retailer usually 
has the highest gross margin, and as a result a larger proportion of the 
net sales income is available to meet merchandise invoices; and retailers 
in large cities usually operate on a higher gross margin than those in 
small cities and towns. The following characteristics apply to 20 of 
the specific retail trades listed in Schedule 6: 

Grocery Stores. —In medium (population 20,000 to 100,000) and large cities, 
the small grocers usually have the highest percentage cost of sales. 

Grocery and Meat Stores. —In medium-sized cities there is a tendency for the 
larger retail grocery and meat stores to have a smaller percentage cost of sales. 
In cities of other sizes, the sales volume seems to have little influence on cost of 
sales. Regardless of the volume handled, retailers in large cities usually have 
the smaller percentage cost of sales. 

Grocery Stores with Filling Stations. —^Retailers in large cities have the largest 
percentage cost of sales. 

Dry Goods and General Merchandise. —Retailers of all sizes in the largest 
cities have the smallest percentage cost of sales. 

Farmers^ Supply Stores. —In small and medium-sized cities, the greater the 
volume, the larger is the percentage cost of sales. 

^ Similar surveys of these same lines of retail trade made in prior years disclosed no 
appreciable variation from the percentages in this table, indicating a marked degree 
of stability in the operations of small retail stores. 
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[Schedule 6] Elements of Net Sales fob 44 Retail Trades 


Trade 


||H 

1 Net 
( Profit 

1 or Loss 

Available 
for Meeting 
Merchandise 
Obligations 

1 Total 

1 Oper- 
1 ating 

1 Expense 


Per Cent 

1 Per Cent 



Alcoholic Beverages. 

1939 

73.2 

2.6 

75.8 

24.2 

Automotive 






Accessories and Parts. 

1939 

65.7 

5.2 

70.9 

29.1 

Filling Stations. 

1939 

75.7 

2.0 

77.7 

22.3 

Garages with Repairing.... 

1939 

51.1 

2.1 

53.2 

46.8 

Motor Vehicles. 

1945 

66.9 

9.3 

76.2 

23.8 

Tires and Tubes. 

1947 

68.7 

2.6, 

71.3 

28.7 

Books. 

1939 

64.6 

0.6 

65.2 

34.8 

Building Materials. 

1939 

73.1 

2.9 

76.0 

24.0 

Cigar Stores and Stands. 

1939 

76.1 

2.3 

78.4 

21.6 

Clothing 






Family Clothing. 

1939 

69.4 

3.3 

72.7 

27.3 

Furs. 

1939 

49.8 

5.6 

55.4 

44.6 

Lingerie, Hosiery, and Milli- 






nery. 

1939 

64.2 

3.3 

67.5 

32.5 

Men’s Clothing. 

1946 

64.3 

7.9 

72.2 

27.8 

Men’s Furnishings. 

1939 

65.8 

1.0 

66.8 

33.2 

Shoes. 

1939 

67.1 

2.2 

69.3 

30.7 

Women’s Ready-to-Wear... 

1939 

69.5 

1.8 

71.3 

28.7 

Coal and Other Fuels. 

1939 

69.9 

2.8 

72.7 

27.3 

Commercial Refrigerator 






Dealers. 

1939 

74.6 

6.1 

81.7 

19.3 

Confectionery. 

1939 

65.9 

4.8 

70.7 

29.3 

Ck)untry General Stores. 

1939 

82.1 

2.5 

84.6 

15.4 

Drugs. 

1947 

67.7 

7.0 

1 73.7 

25.3 

Dry Goods and General Mer¬ 






chandise . 

1939 

71.9 

3.0 

74.9 

25.1 

Farmers’ Supplies. 

1939 

82.5 

2.5 

85.0 

15.0 

Food Stores 






Dairy and Poultry Products 

1939 

60.8 

3.7 

64.5 

35.5 

Groceries. 

1946 

83.7 

3.1 

86.8 

13.2 

Groceries and Meats. 

1939 

80.8 

1.9 

82.7 

17.3 

Groceries with Filling Sta¬ 






tions. 

1939 

83.2 

1.1 

84.3 

15.7 

Meats. 

1939 

76.5 

1.8 

78.3 

21.7 

Furniture and Household 
Wares 






Electric Appliances. 

1947 

67.0 

6.8 

73.8 

26.2 

Floor Coverings. 

1939 

63.0 

2.3 

65.3 

34.7 

Furniture. 

1947 

62.7 

8.2 

70.9 

29.1 

Furniture and Undertaking. 

1939 

57.9 

4.6 

62.5 

37.5 

Furniture and Hardware. . . 

1939 

70.1 

3.0 

73.1 

26.9 

House Furnishings. 

1939 

60.6 

2.2 

62.8 

37.2 

Radios. 

1939 

55.5 

2.4 

57.9 

42.1 

Hardware. 

1947 

72.5 

9.8 

82.3 

17.7 

Jewelry. 

1947 

61.8 

8.9 

70.7 

29.3 

Lumber and Building Materials 

1939 

73.1 

2.9 

76.0 

24.0 

Musical Instruments. 

1939 

60.3 

2.1 

62.4 

37.6 

Office Equipment and Supplies 
Paint, Wallpaper, and Glass. . 
Souvenir and Novelties. 

1939 

59.6 

3.0 

62.6 

37.4 

1939 

65.1 

2.2 

67.3 

32.7 

1939 

57.7 

6.3 

64.0 

36.0 

Sporting Goods. 

1943 

65.3 

10.3 

75.6 

24.4 

Stationery. 

1939 

67.0 

3.0 

70.0 

30.0 
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Family Clothing Stores. —In cities of all sizes, largenscale retailers tend to hav6 
the smallest percentage cost of sales. Retailers of family clothing in medium¬ 
sized cities usually operate on smaller percentage cost of sales than do retailers 
in cities of other sizes. 

Men^s Clothing and Furnishings Stores, Retailers in medium-sized cities 
operate on the smallest percentage cost of sales. 

Shoe Stores. —In medium and large cities, the large shoe stores have the 
highest percentage cost of sales. Shoe retailers in large cities have smaller cost 
of sales than those in smaller cities and towns. 

Women^s Ready4o-Wear Stores. —Retailers in larger cities show the smallest 
percentage cost of sales. 

Auto Accessories and Parts Stores. —^The small-town retailers are likely to oper¬ 
ate on a larger percentage cost of sales than the dealers in larger communities. 
The larger retailers usually have the smallest cost of sales. 

Filling Stations. —In medium-sized cities filling stations tend to operate on 
larger cost of sales as volume of sales increases. Operators in medium-sized 
cities usually have smaller percentage cost of sales than those in small towns or 
large cities. 

Motor Vehicle Dealers. —^The larger the scale on which motor vehicle dealers 
operate, the larger their percentage cost of sales is likely to be. 

Furniture Stores. —Furniture stores in medium-sized cities operate on the 
smaller percentage cost of sales. 

Hardware Stores. —In medium and large cities, the larger retail hardware 
dealers have the highest percentage cost of sales. The retailing of hardware is 
carried on at a smaller percentage cost of sales in medium-sized cities than in 
cities of other sizes. 

Lumber and Building Materials Dealers. —In both medium and large cities, 
there is a tendency for the larger lumber and building materials dealer to have the 
smallest percentage cost of sales. 

Paint, Wallpaper, and Glass Stores. —Retailers in medium-sized cities have 
smaller costs of sales than do retailers in small towns. 

Drugstores. —In small towns, the larger druggists have the smallest per¬ 
centage cost of sales. 

Stationery Stores. —The operations of stationery stores in large cities are 
carried on at a smaller percentage cost of sales. 

ILLUSTRATIONS OF SALES ANALYSES 

To make a sales analysis of any business enterprise it is absolutely 
essential to have a sales figure, preferably net sales, along with the 
balance sheet. If a figure is available for gross sales but not for net 
sales, a modest deduction may be made for returns and allowances to 
obtain an estimated net sales figure. It is also absolutely essential 
to know exact purchasing terms, and if several different terms are used 
by merchandise suppliers, to compute as closely as possible the weighted 
average purchasing terms. Other information is desirable, as will be 
seen in the following examples, but if the additional facts are not avail- 
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able, fairly close estimates may be made to carry out this particular type 
of analysis of small business enterprises. 

Haberdashery Shop 

Fred A. Robbins owns and operates a retail men^s furnishing shop 
in a densely populated tenement area in New York City. The business 

[Schedule 7] Fred A. Kobrins—Proprietor 

Comparative Figures for Years Ended December 31, 19— 

(B) (A) 

Two Years One Year 
Ago Ago 


Assets 


Cash . 

. S 1,084 

$ 2,576 

Inventory . 

. 11,145 

7,341 

Current Assets . 

. $12,229 

$ 9,917 

Fixtures . 

. 211 

1,613 

Prepaid . 

. 318 

286 

Other Assets. 

. 132 

105 

Total. 

. $12,890 

$11,921 

Li.abilities 



Accounts Payable . 

. $ 5,347 

$ 2,754 

Accruals . 

. 274 

203 

Current Liabilities . 

. $ 5.621 

$ 2,957 

Net Worth . 

. 7,269 

8,964 

Total . 

. $12,890 

$lf,921 

Net Working Capital . 

. S ”6 ,M8 

$“6,960 

Current Ratio . 

. 2.17 

3.35 

Tangible Net Worth . 

. $ 7,269 

$ 8,964 

Net Sales . 

. $28,176 

$24,660 

Net Profits . 

. 862 

295 

Withdrawals . 

. None 

None 


has been in operation 6 years and during that time the initial investment 
of $3,000 has grown to $8,964, partly out of earnings and partly by the 
investment of additional funds in the business. Between the last two 
fiscal years the net worth increased $1,695, but of this amount only 
$295 represented reinvested net profits for the year, after a modest 
salary to the owner. The difference of $1,400 represented additional 
funds invested in the business in year A. The comparative financial con¬ 
dition of the business as of the last two fiscal dates appears in Schedule 7. 

Sales Analysis of Year B Figures ,—In year R, the current liabilities, 
which amounted to $5,621, were quite heavy; how heavy will be shown by 
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a sales analysis. As a result of the het profit of $295 and the additional 
$1,400 invested in the business during year A, the financial condition was 
considerably improved. At the same time, the inventory was contracted 
from $11,145 to $7,341, bringing affairs even more into line. The 
current liabilities simultaneously were reduced to $2,957. To state the 
improvement in the form of a succinct comparison, the current liabilities 
at the end of year B amounted to 77.7 per cent of the tangible net worth, 
and 1 year later to only 32.9 per cent. 

To make a sales analysis of the balance sheet for year it is necessary, 
first of all, to break certain figures down into average monthly periods. 
For example, dividing the yearly net sales of $28,176 by 12 gives average 
monthly sales of $2,348. The average monthly net sales is the same as 
the average monthly income. Out of this average monthly income must 
come the funds to meet all operating expenses of every nature from day 
to day and from week to week, and then to meet invoices for merchandise 
on net buying terms, if not on discount terms. 

By referring to the operating figures of men's furnishing shops in 
Schedule 6, it is seen that the total operating expenses in this line amount, 
on the average, to 33.2 per cent of net sales, leaving 66.8 per cent of the 
net income to pay merchandise invoices. For average monthly net 
sales of $2,348, 66.8 per cent means that $1,568.46 is available on the 
average during each month throughout the year to pay merchandise 
invoices after $779.54 has been used during the month to meet all oper¬ 
ating expenses such as salaries, wages, rent, light, heat, telephone, 
insurance, and taxes. 

If $779.54, the average monthly expense, is now considered to be the 
absolute minimum cash requirement to be kept on hand, the excess of 
cash may be ascertained by deducting this figure from cash of $1,084 
shown in the balance sheet for year B. The difference, which amounts to 
$304.46, may be applied immediately to reduce outstanding merchandise 
invoices. 

If this excess cash of $304.46 is applied to the accounts payable of 
$5,347, a balance of $5,042.54 is owing to merchandise creditors. No 
consideration is given to other liabilities, which in this case represent 
accruals of $274, as payment of such an item is included in the gross 
expenses of 33.2 per cent which were immediately deducted from the 
average monthly income as a necessary prior expense. The balance of 
accounts payable of $5,042.54 can only be met out of that portion of the 
net sales income which is available to pay merchandise bills, and which 
has been found by computation to be $1,568.46 monthly, on the average. 

Dividing $5,042.54, the net accounts payable, by the average monthly 
income available to pay merchandise invoices, amounting to $1,568.46, 
gives 3.2 months, the length of time it would normally take to liquidate 
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this outstanding net merchandise indebtedness. Merchandise is pur¬ 
chased by men’s furnishing stores on net terms of 60 days, or 2 months. 
The average net income to pay merchandise bills in 2 months would be 
only $3,136.92, an amount insufficient to meet the outstanding net 
merchandise obligations, and payments to merchandise suppliers accord¬ 
ingly would run slow. 

Sales Analysis of Year A Figures ,—The financial condition at the end 
of the following year A is materially different. On the basis of a similar 
sales analysis, the following computations may be made: 


1. Yearly Net Sales. $24,660.00 

2. Average Monthly Net Sales. 2,055.00 

(Divide 1 by 12 months) 

3. Average Monthly Income to Meet Merchandise Obliga¬ 

tions. 1,372.74 

(Multiply 2 by 66.8 per cent) 

4. Cash on Hand on Statement Date.. 2,576.00 

5. Average Monthly Income Needed to CJover Gross 

Expenses. 682.26 

(Multiply 2 by 33,2 per cent) 

6. Excess Cash on Hand. . 1,893.74 

(Subtract 5 from 4) 

7. Accounts Payable on Statement Date. 2,754.00 

8. Accounts Payable after Crediting Excess Cash on Hand 860.26 

(Subtract 6 from 7) 

9. Number of Months to Liquidate Remaining Accounts 

Payable. 0.63 

(Divide 8 by 3) 


In year A, the inventory was materially reduced from $11,145 to 
$7,341; net profits of $295 were retained in the business; and $1,400 
of additional funds were invested in the business. These three features 
brought about a very material and healthy decrease in the current 
liabilities from $5,021 to $2,957, and improved the relationship between 
the current liabilities and the tangible net worth. This improvement is 
now measured definitely by the sales analysis in the time it would take 
to liquidate the accounts payable. Whereas, at the date of the balance 
sheet in year B, it would have taken 3.2 months and payments would 
have been slow on typical buying terms of 60 days, at the date of the 
balance sheet in year A it would have taken only 0.63 of a month, or 
approximately 20 days, and all payments would certainly have been 
prompt or anticipated. By this technique, the ability of a concern to 
liquidate its obligations is put into the exact unit of days and is compared 
with typical purchasing terms. The technique is simple, logical, and 
reasonably accurate, particularly with smaller retail concerns. 

Ladies Specialty Shop 

In San Francisco 8 years ago, Marie Martel opened a small retail shop 
handling corsets, brassiferes, hosiery, lingerie, gloves, and accessories 
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under the name of the Ladies Specialty Shop. The business was started 
with a modest investment of $2,800. Operations were conducted with 
some moderate success, as the tangible net worth in year A amounted to 
$10,129, the increase having been gradually accumulated over the years 


Ladies Sj*ecialty Shop [Schedule 8] 

Comparative Figures for Years Ended August 31, 19— 


iB) (A) 

Two Years One Year 
Ago Ago 


Assets 


Cash. $ 227 $ 532 

Accounts Receivable. 1,835 1,802 

Merchandise. 10,961 11,423 

Current Assets . $13,023 $13,757 


Fixtures. 2,752 

Deposit... . 

Total . $15,775 


Liabiijties 

Accounts Payable. $ 6,126 

Accrued Rent. 500 

Accrued Taxes. 

Current Liabilities . $ 6,626 


2,710 

334 

$16,801 


$ 6,047 
500 
125 
$ 6,672 


Net Worth. 9,149 10,129 

Total . $15,775 $16, 801 


Net Working Capital . $ 6,397 $ 7,085 

Current Ratio . 1.96 2.06 

Tangible Net Worth . $9,149 $10,129 


Net Sales.?. $48,624 $52,432 

Net Profits. 1,109 980 

Withdrawals. None None 


from retained earnings. The comparative figures for year B and year A 
are shown in Schedule 8. 

Very little difference appears in the figures between year B and year 
A, The current assets expanded $734, represented partly by larger 
inventory and partly by greater cash; the current liabilities were almost 
identical for both years; the tangible net worth increased from $9,149 to 
$10,129 as a result of keeping net profits of $980 in the business; the 
net working capital was moderately larger; and the net sales increased 
somewhat. The typical concern in this line of business utilizes 32.5 
per cent of the annual net income from day to day to meet operating 

























160 


ANALYSIS OF SMALL BUSINESS ENTERPRISES 


expenses and the remaining 67.5 per cent to cover merchandise purchases 
and net profits. Comparative sales analysis for year B and year A give 
the following results: 


1. Yearly Net Sales. $48,624 $52,432 

2. Average Monthly Net Sales. 4,052 4,371 

3. Average Monthly Income to Meet Merchan¬ 

dise Obligations. 2,735 2,950 

4. Cash on Hand on Statement Date. 227 532 

5. Average Monthly Income Needed to Cover 

Gross Expenses. 1,317 1,421 

6. Excess Cash on Hand. {D)l ,090 (D)889 

7. Accounts Payable on Statement Date. 6,126 6,047 

8. Accounts Payable after Debiting Lack of Cash 

Requirements on Hand. 7,216 6,936 

9. Number of Months to Liquidate Adjusted 

Accounts Payable. 2.5 2.3 


This enterprise had been operating with insufficient cash on hand. 
The balance sheet in year B disclosed cash of only $227, and in year A of 
$532. Checks were drawn on balances in the depository bank just 
about as soon as the funds were deposited. On the basis that the mini¬ 
mum cash requirements should be sufficiently large to cover all operating 
expenses for 1 month, cash was short $1,090 in year 5, and $889 in year 
A. If these amounts are added to the respective accounts payable for 
both years, and the average monthly incomes available to meet merchan¬ 
dise obligations are applied to these totals, 2.5 months for year B and 
2.3 months for year A appear as the respective periods it would take to 
liquidate accounts payable on the basis of average monthly sales. 

About onc-third the annual purchases of the Ladies Specialty Shop 
are made on 30-day terms and the remaining two-thirds on 60-day 
terms, or on weighted average purchasing terms of 50 days. Obviously 
trade obligations could not be met on these terms for either year, with 
average liquidating ability of 2.5 months and 2.3 months respectively. 
Subsequent trade investigations, made shortly after the statement dates, 
for both years verified these conclusions. Although some modest 
improvement was made during year A, the payments to three-quarters 
of the merchandise suppliers were running around 30 days slow after 
the end of year A. 

Wholesaler of Woolen and Worsted Piece Goods 

The Wholesale Woolen Company was organized in year B by two 
partners. One of the partners had previously been a buyer for 10 years 
for a large representative jobber of woolen and worsted piece goods, 
while the other partner had been a salesman in the same line for 8 years 
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with another concern. This enterprise started business with a paid-in 
capital of $16,760 as specialists in woolens and worsted piece goods 
selling to the ladies' dress trade. At the end of year jB, operations had 
been carried on for about 3 months. No liabilities were outstanding bn 
the statement date, all obligations having been met out of the paid-in 
tangible net worth. 

Wholesale Woolen Company [Schedule 9l 

Comparative Figures for Years Ended August 31, 19— 

(B) (A) 

Two Years One Year 
Ago Ago 


Assets 


Cash. $ 2,225 $ 6,555 

Accounts Receivable. 5,550 10,209 

Merchandise. 6,425 10,646 


Current Assets 


$14,200 


$27,410 


Fixtures. 750 

Due from Partners. 1,774 

Prepaid Insurance. 26 

Securities. . 

Total . $16,750 

Liabilities 

Accounts Payable. $. 

Accruals. 

Current Liabilities . $. 


712 

636 

277 

_204 

$^,239 


$11,149 

_9 

$11,158 


Net Worth. 16,750 

Total . $16,750 $29,23 9 


Net Working Capital 

Current Ratio . 

Tangible Net Worth .. 

Net Sales. 

Net Profits. 

Withdrawals. 


$14,200 

$16,252 


2.45 

$16,750 

$18,081 

$. 

$61,053 


1,331 

None 

None 


The figures at the end of year A disclosed the results of an active 
business. Net sales for the year had amounted to $61,053, quite a 
satisfactory volume for the first full year of operation. Net profits 
amounted to $1,331. The current liabilities now aggregated $11,158. 
The comparative figures for the 2 years are given in Schedule 9. 

A profit and loss statement which accompanied the balance sheet for 
year A disclosed the fact that the cost of goods sold during year A 
amounted to $47,621, which was 78 per cent of the annual net sales. The 
cost of goods sold plus the net profits of $1,331 amounted to 80 per cent 
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of the net sales, leaving 20 per cent for all expenses including salaries and 
wages, selling expense, shipping, general, taxes, and administrative 
expense. A sales analysis based on these percentages gives the following 
results as of the end of year A : 

1. Yearly Net Sales. 

2. Average Monthly Net Sales. 

(Divide 1 by 12 months) 

3. Average Monthly Income to Meet Merchandise Obligations 

(Multiply 2 by 80 per cent) 

4. Cash on Hand on Statement Date. 

5. Average Monthly Income Needed to Cover All Gross 

Expenses. 

(Multiply 2 by 20 per cent) 

6. Excess Cash on Hand. 

(Subtract 5 from 4) 

7. Accounts Payable on Statement Date. 

8. Accounts Payable after Crediting Excess of Cash on Hand. 

(Subtracit 6 from 7) 

9. Number of Months to Liquidate Bemaining Accounts Pay¬ 

able. 

(Divide 8 by 3) 

Of the average monthly net sales of $5,088, 80 per cent, or $4,070, 
became available to meet merchandise obligations. The balance sheet 
showed an excess of cash of $5,537; applying this sum to the accounts 
payable of $11,149 brought the amount of accounts payable to be 
liquidated from net sales income down to $5,612. This amount on the 
average would be retired in 1.4 months on the basis of $4,070 being 
available monthly to apply to merchandise creditors. Purchases of 
woolen and worsted piece goods are generally made on 60- or 70-day 
terms, so it is quite evident that affairs were in healthy shape and all 
obligations were being taken care of handily. 

Manufacturer of Blank Books 

A small manufacturing business was organized 6 years ago by two 
brothers under the style of the Blank Book Manufacturing Company to 
produce blank books and binders. The business has remained continu¬ 
ously in their hands. Within a radius of 100 miles of the plant sales are 
made to retail stationery stores, to printers, and to industrial enterprises. 
Comparative figures for the past 2 years appear in Schedule 10. 

This firm is a relatively small enterprise, the balance sheet at the 
end of year B disclosing a tangible net worth of $6,824, and at the end of 
year A, a tangible net worth of $7,088. The volume of net sales increased 
moderately from $36,214 to $38,365 between the 2 years and some profits 
were earned each year. 


$61,053 

6,088 

4,070 

6,555 

1,018 

5,537 

11,149 

5,612 

1.4 
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The internal financial condition improved somewhat between the two 
statement dates. The current liabilities were reduced from $3,756 in 
year B to $3,028 in year A. This reduction was brought about by retain¬ 
ing the net profits of $264 in year A in the current assets, by the reductibn 
in the fixed assets through depreciation on the machinery account of $100, 
and by a decrease in the current assets reflected by the lower inventory. 

Blank Book Manufacturing Company [Schedule 10] 

Comparative Figures for Years Ended December 31, 19— 



(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 



Cash. 

Accounts Receivable. 

Merchandise. 

Current Assets . 

. $ 2,621 

. 3,405 

. 1,872 

. 1 7,888 

$ 2,930 
3,608 
1,004 

$ 7,542 

Machinery. 

Prepaid Insurance. 

Total. 

. 2,600 

. 82 

. $10,580 

2,500 

74 

$10,116 

Liabilities 



Accounts Payable. 

Accrued Taxes. 

Current Liabilities . 

. $ 3,653 

. 103 

. $ 3,756 

$ 2,965 
63 

$ 3,028 

Net Worth. 

Total. 

. 6,824 

. $10,580 

7,088 

$10,116 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

. $ 4,142 

. 2.10 

. $ 6,824 

$ 4,514 
2.49 
$ 7,088 

Net Sales. 

Net Profits. 

Withdrawals. 

. $36,214 

. 388 

. None 

$38,365 

264 

None 


The net working capital increased from $4,142 to $4,514, the current ratio 
improved, and other relationships which will be studied in succeeding 
chapters disclosed favorable trends. 

A sales analysis will confirm this impression. There is no reliable 
estimate, based on a survey of a cross section of concerns in this line ot 
activity, of the percentage of net sales income normally available to pay 
mercantile obligations. Attached to the balance sheet for year A, how¬ 
ever, was a profit and loss statement for the year reading as follows: 
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Gross Sales. $38,704 

Less: Returns and Discotints. . 339 

Net Sales. $38,365 

Inventory, Jan. 1. $ 1,872 

Purchases, Manufacturing Labor, and p]xponse. 28,617 

Total. $30,489 

Less: Inventory, Dec. 31. 1,004 

Cost of Goods Sold. 29,485 

Gross Profit. $ 8,880 

Deduct: Other Expenses. $ 3,996 

Salaries. 4.620 8,616 

Net Profit.“7"“ $ ‘264 


The item in this schedule of particular interest is Purchases^ Manufac¬ 
turing Labor^ and Expense which totals $28,617. In this summarized 
condition the item is of very little value. A request for a breakdown of 
the item provided the following enlightening and helpful facts: 


Pay Roll. $ 2,181 

Ruling, Printing, and Numbering. 6,870 

(^^ost of Raw Material. 19,566 

Total. $28,617 


From this segregation there is available the basic information needed 
for a sales analysis, the one figure of the cost of raw material, $19,566. 
To this figure must be added the net profits of $264, which gives a total 
of $19,830 or 51.7 per cent of the annual net sales, representing the per¬ 
centage of income available to meet merchandise obligations. With the 
use of this penientage figure for year B as well as for year A, the same 
computation may now be made as has been made in the preceding cases: 

Year B Year A 


1. Yearly Net Sales. $36,214 $38,365 

2. Average Monthly Net Sales. 3,018 3,197 

3. Average Monthly Income to Meet Merchan¬ 

dise Obligations. 1,560 1,652 

4. Cash on Hand on Statement Date. 2,621 2,930 

5. Average Monthly Income Needed to Cover 

Gross Expenses. 1,458 1,545 

6. Excess Cash on Hand. 1,163 1,386 

7. Accounts Payable on Statement Date. 3,653 2,965 

8. Accounts Payable after Crediting Excess Cash 

on Hand. 2,490 1,579 

9. Number of Months to Liquidate Remaining 

Accounts Payable. 1.59 0.96 


The raw materials of this concern consist of paper, cardboard, and 
some leather, all purchased from small jobbers on 30-day terms. In year 
B the accounts payable, after applying the excess cash of $1,163, 
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amounted to $2,490. On the basis of average monthly sales of $3,018 and 
51.7 per cent of the income being available to meet merchandise obliga¬ 
tions, it would take 1.59 months, or 48 days, to liquidate merchandise 
obligations. On buying terms of 30 days, payments would run slow.' 

In year A, a material improvement had been brought about. The 
yearly net sales had expanded moderately from $36,214 to $38,365, and 
the average monthly net sales from $3,018 to $3,197. Accounts payable 
on the balance sheet had been reduced from $3,653 to $2,965 as a result 
of carrying a smaller inventory, and, after applying the excess cash, 
amounted to $1,579. This sum could now be covered in 0.96 month, or 
29 days, on the basis of 51.7 per cent of the income being available for 
this purpose. Payments accordingly would just be prompt on 30-day 
buying terms. 

QUALIFICATIONS TO SALES ANALYSIS 

The sales analyses described in the preceding pages are of a very 
precise, definite nature. The reasoning is based upon average monthly 
net sales because rarely is there available sufficient detailed information 
to show accurately the fluctuations in monthly net sales volume from 
the low point of a year to the peak of a season. At times this information 
is available in the form of exact monthly net sales figures for each month 
of the preceding year, and it is a simple mathematical procedure to obtain 
the percentage above and below the average monthly net sales for each 
specific month and then to adjust an analysis to the specific case to which 
these additional facts apply. Six additional qualifications also enter into 
sales analyses of this character: 

1. Sales analysis applies more specifically to smaller industrial and commercial 
concerns, that is, manufacturers, wholesalers, and retailers where the tangible 
net worth does not greatly exceed $10,000 and that rarely, if ever, obtain short¬ 
term credit from a commercial bank. As a concern increases in size above 
$10,000 the technique of sales analysis loses its pure effectiveness, as seasonal 
fluctuations become greater and the use of bank credit cuts across the application 
of funds. Managements that utilize bank credit do so for the one reason that 
they are desirious of paying merchandise obligations promptly or by discount and 
bank credit is needed, at the time, for that purpose. 

2. Where cost of merchandise sold is available in the profit and loss statement 
of a wholesaler or a retailer, or cost of raw material in the detailed profit and loss 
statement of a manufacturer, those figures provide the exact percentages appli¬ 
cable to a specific case for sales analyses. The use of such a figure in a specific 
case is more exact than the use of a general or typical percentage or estimated 
percentage for that particular division of industry. 

3. As a business concern grows in size, proportionally smaller inventory and 
receivables generally are carried, and larger investments are made in fixed assets, 
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that is, in real estate, buildings, equipment, machinery, and fixtures. The 
accounts payable, by the same comparison, are often relatively smaller than 
notes payable to banks. 

4. With progress come larger lines of bank credit. Bank loans often run pro¬ 
portionately higher with large enterprises than with smaller concerns in the same 
line of business and at a nearby location. These loans enable managements to 
keep trade indebtedness to fairly limited amounts, and to take advantage of 
anticipations and favorable discounts. 

5. Sales analysis is based upon the relationship of available average monthly 
net income to pay only accounts payable for merchandise. All other liabilities 
are included in the gross overhead expenses, which are first deducted in the 
process of determining the typical average monthly net income available to 
retire merchandise invoices. 

6. Every line of business activity has a season with a high and low point of 
liabilities. The date of a balance sheet should be correlated, wherever possible, 
with the season as outlined in Chap. VII. Sales analysis is based upon the 
computation of average monthly net sales and average monthly income available 
for specific purposes. If a season is known, the results of a sales analysis may 
easily be modified by that knowledge. 

Supplementary Sources of Elements of Sales 

The sales analysis of the men’s furnishing shop was based upon the one 
figure that 66.8 per cent of the average monthly net sales income was 
available to retire merchandise invoices; of the ladies specialty shop that 
67.5 of the income was available. Suppose, however, a concern in a 
retail trade not listed in Schedule 6 were being analyzed and that the 
typical breakdown of net sales income was not readily available. Then 
what could be done? 

There are three other possibilities. The first and the most accurate 
approach would be to secure a profit and loss statement of the concern 
which is under the fluoroscope, as was done with the wholesaler of woolen 
and worsted piece goods and the manufacturers of blank books. An exact 
percentage of net sales income to pay merchandise obligations generally 
would be available in the profit and loss schedule, a percentage which in 
each individual case would be far more exact than a percentage obtained 
from any broad survey of operating expenses. Secondly, an estimate 
might be secured from others, from accountants who specialize in or are 
familiar with the particular line of business under analysis, from bankers, 
from trade associations, from mercantile credit men in concerns actively 
selling that line of business, from managements of concerns in the same 
line of activity that might even be competitors of the enterprise whose 
figures are being analyzed. In the third place, a close estimate might be 
made by the analyst if he were familiar with the operations of the particu- 
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lar line of business. If he was not familiar with the line of activity, his 
last resort would be to make an estimate which might or might not be 
close to the actual situation but which would give a basis of reasoning. 

If the concern were a manufacturer or a wholesaler, and no profit and 
loss statement were available, a typical percentage of net sales income 
available on the average to pay merchandise obligations, in addition to 
the sources mentioned in the preceding paragraph, might also be com¬ 
puted from the census figures as outlined in the footnotes 6 and 6 on 
pages 151 and 152. Census figures are in great detail, being broken down 
into refined lines of business activity, by location, and by sales groupings. 

THEORY AND PROBLEMS 

1. Outline the principal sources of credit to small business enterprises. Which of 
these sources is the most widely used? 

2. Give four functions and services performed by small business. Discuss the one 
that you believe to be the most important in the economy of our country. 

3. Name the three elements of net sales used to indicate three general classes of dis¬ 
bursements used in sales analysis. Give the approximate percentages of each of 
these elements for (a) retailers, (5) wholesalers, and (c) manufacturers. 

4. Describe fully the technique known as Bales analysisy being sure to mention two 
essential pieces of information not included in the balance sheet. What final conclu¬ 
sion can be drawn from this technique of analyzing balance sheets of small business 
enterprises? 

6. Arthur Sinclair operates a small neighborhood grocery store. All merchandise is 
purchased on regular terms of 2 per cent discount in 10 days, net 30 days. Net sales 
for the year ended December 31, 19—, amounted to $94,622. No bank credit is 
available. With this information, make a sales analysis of the following balance 
sheet and indicate whether, in your opinion, trade obligations will be retired on time 
or will run slow. 


Balance Sheet, December 31, 19— 


Assets 

Cash. $1,242 

Inventory. 9,156 

Current assets. $10,398 

Store fixtures and showcases. $2,864 

Prepaid expenses. 203 

Miscellaneous. 207 

Other assets. 3,274 

Total Assets. $13,672 

Liabilities 

Accounts payable for merchandise. $3,621 

Accrued wages. ^ 

Current liabilities. $3,689 

Net worth. 9,983 

Total Liabilities and Net Worth. $13,672 
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6 . The credit manage of the Whole^e Shoe Corporation decided to extend credit 
up to $500 to the Retail Shoe Company after making a sales analysis of the fiscal 
figures at the end of year B. The Retail Shoe Company makes no use of bank credit. 
All shoes are purchased from wholesalers on the customary terms of 2 per cent dis¬ 
count in 30 days, net 60 days. The figures as of the end of year A have now been 
made available and have been posted on a comparative statement sheet beside the 
figures for B. If you were the credit manager would you increase your line of credit, 
decrease your line of credit, or leave your line at $500, after making a sales analysis of 
the year A figures? 


Retail Shoe Company 

Comparative Figures for Years Ended December 31, 19— 



(B) 

Two Years 
Ago 

(A) 

One Year 

Ago 

Assets 



Cash. 

. $ 1,126 

$ 1,276 

Accounts Receivable. 

. 1,314 

964 

Merchandise. 

. 8,750 

7,188 

Current Assets . 

. $11,190 

$ 9,428 

Furniture and Fixtures. 

. 972 

1,026 

Deposit. 

. 341 

210 

Deferred Items. 

. 274 

268 

Other Assets. 

. 102 

74 

Total. 

. $12,879 

$11,006 

Liabilities 



Accounts Payable. 

. $ 4,283 

$ 1,868 

Accrued Rent. 

. 260 

142 

Accrued Wages. 

. 88 

98 

Reserve for Taxes. 

. 349 

313 

Current Liabilities . 

. $ 4,980 

$ 2,421 

Net Worth. 

. 7,899 

8,585 

Total. 

. $12,879 

$11,006 

Net Sales. 

. $20,783 

$22,680 

Net Profits. 

. 780 

686 

Withdrawals. 

. None 

None 


7. A retail hardware store was opened in San Francisco by a veteran of the Second 
World War, who had saved $6,000. At the end of two years the business had a net 
worth of $7,240. During the second year net sales amounted to $23,460. Purchases 
of hardware, tools, twine, kitchen equipment, seeds, porch furniture, and cutlery are 
made largely on terms of 2 per cent discount in 10 days, net 30 days. Cash on hand 
at the end of the second year of the business amounted to $660, and accounts payable 
to $1,420. No bank credit was being used. You have received an order for paints 
and varnishes, which, if you ship, will involve the extension of credit for $480. Make 
a careful sales analysis and decide whether you would or would not fill this order. 

8. The Curtain Mfg. Co., Inc., is engaged in the manufacture of curtains. No bank 
credit is used. All raw materials are purchased in the textile market on terms of 
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2-10-60 extra (that is^ paymentB are net in 70 days). From the following balance 
sheet and related profit and loss statement make a sales analysis and ascertain whether 
payments will run prompt or slow on these purchasing terms. 

Curtain Mfg. Co., Inc. 

* Balance Sheet, December 31, 19— 


Assets 

Cash. $ 2,768 

Accounts Receivable. $ 7,589 

Less: Reserve for bad debts. 846 7,193 

Inventory. 10,879 

Notes receivable. 1,200 

Investments. 75 

Machinery and fixtures. $ 2,526 

Less: Depreciation. 1,353 1,173 

Total . $ 23,283 


Liabilities 

Accounts payable.... $ 7,165 

Accrued taxes. 384 

Accrued wages and expenses. 592 

Common stock. 10,000 

Surplus. 5,142 

Total . $ 23,283 


Profit and Loss Statement 

Gross sales. $126,552 

Less: Returns and discounts. 7,762 

Net sales. $118,790 

Inventory, Jan. 1. $ 12,517 

Purchases. 81,905 

Labor. 11,058 

Taxes on factory pay roll. 553 

Total. $106,033 

Inventory, Dec. 31. 10,879 

Cost of goods sold. 95,154 

Gross profit on sales. $ 23,636 

Salaries. $ 11,050 

Selling and shipping. 2,597 

General expense. 7,130 

Bad debts. . 295 

Depreciation. 253 21,325 

Net profit. $ 2,311 


9. If a small business enterprise makes use of bank credit, does that affect the con¬ 
clusions arrived at by sales analyses to any appreciable extent? Explain your 
answer. 

10. Approximately how many commercial alid Industrial business enterprises were in 
existence in the United States in July, 1944? Approximately what percentage were 
retail concerns? Approximately what percentage had a tangible net worth of 
$10,000 or less? Why is sales analysis a simple practical way in which to determine 
the responsibility of small business enterprises? 




































PART III 


Internal Analyses of Balance Sheets 

PART III consisU of 10 chapters on the 
discussion of 10 important financial ratios, one in each 
chapter, A ratio is a figure or a percentage representing the 
comparison of one dollar amount with some other dollar 
amount as a base. With a sound knowledge of typical 
financial ratios, one may determine whether a particular 
dollar amount representing receivables, inventory, fixed 
assets, current liabilities, funded liabilities, or net sales is 
relatively large, typical, or relatively small. The theory 
behind each ratio is fully discussed in the light of a highly 
competitive business world, and then illustrated by three 
sets of comparative figures in each chapter. These comn 
parative figures give the financial condition of many dif^ 
ferent lines of manufacturing, wholesaling, and retailing; 
they illustvate many different financial problems arising 
from diverse business enterprises, A condensed over-all 
analysis is made of each set of figures, pointing out not only 
how the particular ratio under discussion applies, but how 
other ratios also indicate fundamental strength or weakness. 
The ratios that are discussed and illustrated in these chapters 
have been studied and applied intensively for 25 years to 
many tens of thousands of commercial and industrial situ¬ 
ations; they are practical in every sense of the word. 
Balance sheets and profit and loss statements are his^ 
torical rather than prophetic. They present a record of the 
financial performance of business enterprises, Comparor 
tive balance sheets and comparative profit and loss statements 
exhibit trends; a clear understanding of these trends based 
upon sound ratio studies may convey some premonition 
regarding the immediate future of a particular business 



enterprise provided that management policies do not radi- 
colly change. 

At the end of each of these 10 chapters there is inclttded a 
schedule giving the typical ratios under discussion for 
various lines of business activity determined from figures for 
the years 1943 to 1947, These ratios are medians. In 
addition to the median ratios for these years a simple arith¬ 
metical 5-year average ratio of the medians for each line of 
business is given. These ratios have been determined on 
business concerns whose tangible net worth in the vast 
majority of cases has exceeded $50,000, They are taken 
from a pamphlet, “A Study of the Theory of Corporate 
Net Profits’^ written and compiled by the author and pub¬ 
lished by Dun & Bradstreet, Inc,, in 1949, A table with 
the interquartile range of ratios, based on 1947 figures, for 
most of these lines of business is included in the Appendix, 

A ratio or a series of ratios that are good in one year may 
become poor in succeeding years under poor bitsiness man¬ 
agement, Managements are constantly changing in ability, 
ingenuity, aggressiveness, and power, and in the relation^- 
ship of these attributes as compared with competitive man¬ 
agements, A knowledge of the significance of important 
ratios will point out weaknesses and whether a financial 
condition is wholly or partly good, questionable, or poor, 
but the great unknown is always management, which has 
the power to improve the condition or hasten the ruin of a 
particular business enterprise. It is not the ratio or ratios, 
ipso facto, that mean a business concern is out of line. The 
ratio is the symptom, like the blood pressure, the pulse, or 
the temperature of an individual. Some managements 
can overcome or mitigate the symptoms; other managements 
lack the ability, the aggressiveness, and the knowledge to 
do so. 



CHAPTER VI 

CURRENT ASSETS TO CURRENT LIABILITIES 


In the last few years of the nineteenth century when the number 
of financial statements available to creditors and to the public noticeably 
increased, there arose among commercial bankers and mercantile credit 
men the practice of comparing the amount of current assets of a com¬ 
mercial or an industrial business enterprise to the amount of its current 
liabilities, that is, of dividing the current assets by the current liabilities. 
By 1908 one author had written, . Many good judges feel that 
the ratio of quick [current] assets to [current] liabilities should be about 
to 1.^’^ Gradually, 2 and not 2}4 dollars of current assets for each 
dollar of current liabilities came to be expected as a reasonable margin of 
protection. This comparison came to be known colloquially as the 
current ratio. In case of bankruptcy, falling prices, or inflated figures, 
the book value of the current assets could shrink 50 per cent in liquida¬ 
tion and creditors would still receive payment of their obligations in 
full. For many years this 'Hwo for one^^ current ratio was the alpha 
and omega of balance sheet analysis; even today the businessmen are 
legion who believe this single ratio to be the one infallible guide to balance 
sheet interpretation. 

The early adoption of this one ‘'ratio'' represented fundamental 
progress in understanding the financial condition of balance sheets, 
particularly those of manufacturers, wholesalers, and retailers. On 
the other hand, the rapid growth in the use of this single comparison 
tended to blind many early analysts to the fact that a current ratio 
that was perfectly satisfactory for a factor^ would be wholly inadequate 

^Robbndalb, William M., **Credit Department Methods,” Bankers Magazine^ 
Vol. LXXVI, No. 2, p. 187, February, 1908. 

* A factor is essentially a specialized bank concentrating in financing cotton, woolen, 
silk, and acetate textile mills, selling agents, and converters and having an extensive 
credit department whose members are especially trained for this purpose. Factors 
have been in existence since early colonial days but their method of operation has 
undergone gradual and steady change. (See Foulke, Roy A., Sinews of American 
Commerce^ Dun & Bradstreet, Inc., New York, 1941, pp. 185-191.) In its gradual 
evolution, the factor has come to have three distinct atrributes: (1) advancing credit 
to textile mills, selling agents, and converters against finished merchandise as security, 
that is, acting as a bank; (2) passing upon the credits and in most cases cashing the 
sales, that is, buying the receivables of their customers outright without recourse and 
collecting those receivables direct from debtors; and (3) in some cases performing a 
group of special services, such as providing space for the display and the storage of 
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for a manufacturer of furniture, as inherent differences existed in the 
financial conditions of concerns in different lines of business activity. 
A current ratio that might be suitable for a well-established, soundly 
managed business concern might not be so safe for a relatively new, 
poorly managed, or rapidly expanding enterprise. Moreover, although 
a particular current ratio might be perfectly satisfactory for a corpora¬ 
tion engaged almost exclusively in producing equipment and supplies 
directly as a prime contractor, or indirectly as a subcontractor, for the 
armed forces of the Federal government, it might well indicate that the 
wolf was lurking just around the corner for a corporation operating 
under different circumstances. 

When credit men began to question the implicit efficacy of this 
single current ratio, a second, simple, supplemental comparison came 
into existence; the comparison of the total of cash, of marketable securi¬ 
ties when they were known to be absolutely liquid, and of receivables,® 
with the current liabilities. If the current ratio was ^^two for one” or 
better and the total of cash, marketable securities, and receivables 
equaled or exceeded the current liabilities, a balance sheet was said to 
give double assurance of current credit soundness. Where cash, market¬ 
able securities, and receivables were less than the current liabilities, 
some doubt was thrown on the inherent current strength of the balance 
sheet no matter how high the current ratio happened to be. This second 
comparison came to be known as the ‘‘acid test.” It gave added prestige 
to receivables as a realizable asset and less to inventory. This was a 
natural conclusion, as the inventory in all except those retail stores that 
transacted business solely on a cash basis must first be converted by 
means of sales into receivables and then from receivables into cash. 

An inventory may include a small or a large proportion of old, worth¬ 
less, secondhand, or immovable merchandise. The valuation of the 
inventory, even when no deception is practiced, is a matter of individual 
judgment;^ the active management generally tends to view this portion 
of its assets with more optimism than do the creditors. Receivables, 
on the other hand, provided that they are not padded with intercompany 

merchandise, handling insurance, billing, packing, shipping, and making city deliv¬ 
eries. The first and third of these attributes are clear. The second attribute of 
passing upon the credits, cashing the sales, and collecting the receivables involves 
(a) passing at a moment^s notice upon the credit standing of concerns placing orders 
for merchandise so that the shipment of that merchandise may immediately be made, 
and (b) assuming the credit loss if the concern buying the merchandise becomes 
financially embarrassed or goes into bankruptcy. The textile mill, selling agent, or 
converter that shipped the merchandise and that is being “ factored is thus pro¬ 
tected from loss from bad debts. 

* These items came to be known as the liquid or quick assets. 

* The important and fascinating subject of inventory valuation is considered in 
detail in Chap. XI. 
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transactions, personal loans, or questionable items, are a more definite 
quantity. 


EVOLUTION OF CURRENT FIGURES 

The evolution of the two expressions current assets and current lior 
bilities in American accounting practice took place very gradually over 
a period of many years. No such classifications appeared in the first 
balance sheet blanks used by The Mercantile Agency in the 1870's, 
in the first financial statement blanks drawn up by the New York State 
Bankers^ Association in 1894, or in the statement blank recommended 
by the National Association of Credit Men as late as 1906.® Each of 
these balance sheets carried only a limited number of items, all of equal 
value, with no subtotals of any kind. 

Public Corporations 

As early as the calendar year 1891, the Pennsylvania Railroad Company 
had divided the assets and the liabilities that appeared in its annual 
balance sheet into appropriate subdivisions. One of six broad classifi¬ 
cations in the assets was Current Assets; under this division appeared such 
unusual items as Advances to other roads for construction and for other 
purposes, Materials on hand, and Mortgages and ground-rents receivable. 
On December 31,1893, and December 31,1894, the current assets included 
an additional item. Appraised value of assets not disposed of, received with 
the lease of United New Jersey Railroad and Canal Company consisting 
of both securities and equipment. The current assets in 1891, 1892, 
and 1893 did not include cash, which was another classification of equal 
value, or securities that presumably were more or less permanent invest¬ 
ments. In the balance sheet of December 31, 1894, cash appeared for 
the first time in the figures of the Pennsylvania Railroad Company as 
a part of the current assets. The financial statement of December 
31, 1891, of this railroad is the earliest balance sheet that the author 
has examined that shows a trend toward our present-day accounting 
classification. 

The New York, New Haven & Hartford Railroad Co. apparently 
followed the lead of the Pennsylvania Railroad Company, as its balance 
sheet dated June 30, 1893, in its annual report to stockholders, showed a 
classification of Cash and Current Assets indicating the distinction, also 
implied in the earlier figures of the Pennsylvania Railroad Company, 

® Prendergast, William A., Credit and Its Uses, insert at p. 182 reprinted as 
Form 4, p. 18 in the present volume (D. Appleton-Century Company, Inc., New 
York, 1906). Credit and Its Uses also contains statement blanks then being used by 
the Fourth National Bank of the City of New York and the First National Bank of 
Chicago for (a) proprietorships and partnerships, and (h) corporations. These blanks 
contained no classification of items by current assets or current liabilities. 
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Forty-fourth Annual Report^ Pennsylvania Railroad Company. 


GENERAL ACCOUNT. 


By balance standing on the books of the Compatiy for the con* 
struction of the railroad between Philadelphia and Pittsburgh, 
including the original cost of the Philade^hia and Columbia 
Railroad (|Si 375 . 733 > 43 )i and the property of the Harrisburg, 
Portsmouth, Mt. Joy and Lancaster Railroad Company, 
r^resented by the guaranteed, capital stock, and bonds 


Railway and branch at Tyrone; also, bridge over the 
Susquehanna River at Columbia, and branches from Coium-' 
bia to York, and sundry other branches and extensions, 
including wharves and grain elevator, and cost of stations, 
warehouses, and shops,..* 


By balance to debit of equipment of road, consisting of loco¬ 
motives, passenger cars, baggage, mail, and express cars, 
freight cars, and road cars, inciuoing.shop machinery, steam¬ 
boats, and car-floats, and also including equipment of canal, 

consisting of schooners, barges, and tugs,. 

By cost of real estate and telegraph line,. 


Total amount charged to construction, equipment, and real es¬ 


tate. 


By Girard Life Insurance, Annuity, and Trust Company, trustee, 
special equipment account: 

Account Pennsylvania Railroad Company,. 

Account Pennsylvania Company,.. 

Other Assets. 

By cost of bonds of railroad corporations. 

By cost of capital stocks oi railroad corporations,. 

By cost of bonds and stocks of other corporations, coal 
companies, canal companies, bridge companies, and invest¬ 
ments not otherwise enumerated. 


Total cost of bonds and stocks. 

By Managers of Trust created by Pennsylvania Railroad Com¬ 
pany, October Qth, 1878,.. 

By Pennsylvania Railroad consolidated mortgage, July ist, 1873, 

Sinking P'und,.. 

Less bonds redeemed and cancelled. 


By freight balances due by other roads, account coal, . . 

By committee on insurance. 

By mortgages and ground-rents receivable.. 

By appraised value of securities owned by the United New 
Jersey Railroad and Canal Company, and transferred with 

the lease of the works of that Company. 

By equipment of road and canal owned by the United New 
Jersey Railroad and Canal Company, and transferred with 

the lease of the works of that Company. 

By amount of fuel and material on hand for repairs to locomo-j 
fives, cars, and for maintenance of way, viz.:— 

For the Pennsylvania Railroad^ '. 

For the United New Jersey Railroad and Canal,. 

For the Philadelphia and Erie Railroad. 


By amount of bills and accounts receivable, and amounts due 
from other roads, including advances made to railroad cor-| 
porations for construction, and purchase of equipment used 
on their lines, viz.;— 

United New jersey Railroad and Canal construction, . . 

United New jersey Railroad and Canal sinking fund and 
redemption account. 

United New Jersey Railroad and Canal real estate, . 

Philadelphia and Trenton Railroad construction, . . 

Philadelphia and Trenton Railroad real estate, . 

Other companies,. 


By cash, balance in hands of the Joint Stock Bank, London, and 

other parties, to pay coupons due in January, 1891. 

By cash, balance in hands of freight and passenger agents, Ike. 
By cash, balance in hands of Treasurer,. 


Less amount of decrease. 


Total amount of increase. 


144 . 3 * 4.417 W 


30,824,692 05 
15,711,671 ^ 


$1,465,000 00 
t,6io,ooo 00 


l 37 ,t>JS .878 I 
88,982,746 : 


8,585.109 4« 


I3.7t5.900 00 

1,771,980 00 


$*.877,753 61 

1,166,090 56^ 
5 t 9 . 3*8 91 


$3,795,804 34 

*.*37.780 00 
2,056,300 40 
I.*99,478 09 
289,108 83 
15,697.30a 45 


$*. 759 , 15 * 13 

6 . 21 *, 7*9 38 


$90,860,782 77 


113.183.734 *3 
4.065.894 86 


t.943,9>o 00 
565,162 86 
10,000 00 
50,250 00 


3,733.444 8d 


4,583,173 08 


* 5 . 375.574 n 
1,123,809 29 


8,971,881 49 


$* 58 , 454,348 66 


DURING YEAR 1890. 


fl.064.ia6 281 


1 , 940,135 85 
65a,3i4 46 ^ 


1,696,065 37 
876,114 72 


776,638 t 


87,433 4d 


321,890 oo| 
359 , 97 * 50^ 


5 * 9.470 *3^ 
■ 105 . 5*3 M 


871.605 59 
115,320 00 

183, *38. 58 

65,798 *4 
16.503 *5 

1 , 799,748 27 


1 , 4 * 4,379 80 


$12,961,276 87 
550.687 25 I 


$12,410,589 621 


$17,900 00 
41.450 00 
■ 74 . 4*5 00 

103,416 32 


96.907 08 
217,588 85 


$550,687 25 


December jtsif tSoo. 


ROBT. W. SMITH, 

Treasurer. 


Form 16.—Asset side of the balance sheet of the Pennsylvania Hailroad Company as 
of December 31, 1890. This is the last balance sheet of the Pennsylvania Railroad Com¬ 
pany which gave no material segregation of assets. 
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An examination® of the annual corporate reports to stockholders on 
file at the Baker Library of the Harvard Graduate School of Business 
Administration reveals that the following corporations, with the modifi¬ 
cations described in the preceding paragraphs, first began to use the 
terms current assets and current liabilities in the years indicated: 


Pennsylvania Railroad Co. Dec. 31, 1891 

New York, New Haven & Hartford Railroad Co.June 30, 1893 

Chesapeake and Ohio Railway Co. June 30, 1897 

New York Central & Hudson River Railroad Co. June 30, 1898 

Baltimore and Ohio Railroad Company. June 30, 1899 

Cleveland, Cincinnati, Chicago and St. Louis Railway 

Company. June 30, 1900 

Bangor and Aroostook Railroad Company. June 30, 1902 

Union Pacific Railroad Co. June 30, 1902 

American Car and Foundry Company. Apr. 30, 1903 

Allis-Chalmers Manufacturing Company. Apr. 30, 1904 

Colorado Fuel Iron Corporation. June 30, 1904 

Lehigh Coal & Navigation Company. Dec. 31, 1905 

National I^ead Company. Dec. 31, 1913 

Atchison, Topeka & Santa Fe Railway Co. June 30, 1915 

National Enameling & Stamping Co. Dec. 30, 1916 

United States Rubber Company. Dec. 31, 1917 

General Electric C">mpany. Dec. 31, 1917 

National Biscuit Company. Dec. 31, 1928 

American Tobacco Company. Dec. 31, 1934 


From this enlightening tabulation, it is evident that the railroads 
were the first corporations to segregate assets and liabilities in order 
to present to those outside the active management a clearer picture 
of what might be called the current financial condition. The first eight 
corporations on this list, beginning with the Pennsylvania Railroad 
Company in 1891 and closely followed by the New York, New Haven 
& Hartford Railroad Co. in 1893, were rails. The first industrial on 
the list to adopt the change was the American Car and Foundry Com¬ 
pany in 1903, followed by Allis-Chalmers Manufacturing Company 
in 1904. Of additional interest is the fact that such a well-known 
corporation as the National Biscuit Company did not make the change 
until 1928, and the American Tobacco Company waited until 1934. As 
far as the public was concerned, it is certainly true that this change was 
made very gradually. 

It was natural that the railroads should have taken the lead in evolv¬ 
ing somewhat more comprehensive information for stockholders and 
investors, as the railroads had obtained tremendous sums from the 
public for construction and development purposes decades before indus¬ 
trial corporations obtained real public participation. On April 30, 
1903, for example, when the first industrial in the list began to use sub- 

® This examination was carefully made for the author by Miss Ruth Crandall of the 
staff of the Baker Library. 
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totals for current assets and current liabilities, 116 railroads, 4 express 
companies, 15 street railways, 26 public utilities, and 64 industrials 
had their stocks listed on the New York Stock Exchange. There were 
more railroad companies with stocks listed on the New York Stock 
Exchange at this time than all the other corporations together, and the 
industrials comprised less than 28 per cent of the total. ^ 


General Salance Sheet. 


BptU 30. 

1902. 


ASSETS. 


Cost of Properties, plants, anb 

Permanent Investments, $55,127,l.)2.88 

Stocks and Bonds of other 
companies at cost. 3,086,050.00 

New Steel Car Plant. Detroit, 

Mich.. 904.999.97 

$59,118,182.85 

AaterUls on Pan^: 

Inventoried at cost or less, about 
75 per cent of which will be used 
on cars we have contracts to 
build. 



BAR IRON, PIG IRON and 



MISCELLANEOUS SUPPLIES 

$9,248,281.20 


TIMBER AND LUMBER. 

2,666.848.16 

$11,915,129.36 

Bccounts Hecetpable. 


7,461,950.47 

Casb (n Sanfis anb on banb. 


1,571,457.93 



$80,066,720.61 





Form 17.—Asset side of the balance sheet of the American Car and Foundry Company 
as of April 30, 1902. This is the last balance sheet of the American Car and Foundry 
Company which contained no classification of items as current assets. 

Certain of the early classifications of current assets and current 
liabilities were quite naive from the point of view of present-day account¬ 
ing and credit. The Baltimore and Ohio Railroad Company, for exam¬ 
ple, in its June 30, 1899, balance sheet carried B & 0. Common Stock 
in Treasury at par $3,822,000 as a current asset; the Lehigh Coal & 
Navigation Company in its December 31, 1905, balance sheet carried 

^ Final bid-and-asked quotation sheets for Thursday, Apr. 30, 1903, New York 
Stock Exchange. 
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Prepaid Insurance $19,476.80 as current; the Colorado Fuel & Iron Cor¬ 
poration in its June 30, 1904, balance sheet carried Advance Royalties 
$49,834.01 as current; the National Enameling & Stamping Company 
in its December 31, 1916, balance sheet carried Investments: Refunding 
First Mortgage Bonds of the Company at Cost and Accrued Interest to date 
$148,721.25 as current; and the General Electric Company in its Decem- 


General Balance Sheet. 


Sprtl 30, 

1903. 


ASSETS. 


Cost of properties, plants, £tc., 


to April 30th, 1902, 

$55,127,132.88 


XeSS: Stocks of other Companies 
included in Stocks and Bonds 
below,. 

760,137.53 



$54,366,995.35 


nOO: For cost of steel car plants 
at Detroit, Mich., Berwick, Pa., 
and Huntington, W. Va., and 
additional Real Estate, . 

2,693,770.19 

$57,060,765.54 

Current Bssets: 



MATERIALS ON HAND.inven- 
toried at cost or less, about 
75% of which will be used on 
cars we have contracts to 
build,. 

$13,133,803.62 


ACCOUNTS RECEIVABLE, . 

9,613,587.09 


STOCKS AND BONDS of other 
Companies, at cost or less. 

1,813,863.05 


CASH IN BANKS AND ON 
HAND, .... 

2,463,056.54 

27,024,310.30 



$84,085,075.84 


Form 17a.—Asset side of the balance sheet of the American Car and Foundry Com¬ 
pany as of April 30, 1903. This is the first balance sheet of the American Car and Foundry 
Company to have a segregation of current assets. 

ber 31, 1917, balance sheet carried Deferred Charges to Income $1,277,- 
062.78 as a current asset. Today not one of these items would be 
considered a current asset by a qualified analyst or an experienced 
accountant. 

Many of the balance sheets issued by corporations in the years immedi¬ 
ately preceding the financial statements that first showed current assets 
and current liabilities were quite abbreviated. The balance sheet of 
the Allis-Chalmers Manufacturing Company as of April 30, 1903, con- 
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BALANCE SHEET. 


Apkii. 3oni, 1903. 


' 

ASSETS. 



Real estate, buildings, plant machinery, good-will, etc. 


$29,199.49* 97 

Bill and accounts receivable. 

$2,475,578 8* 


Stocks of merchandise, materials and work in progress (at 


cost). 

5,131,800 00 


Cash. 

1.628,009 45 

9.235.388 26 

Total. 


$38,434,881 23 

LIABILITIES. 



Capital Stock: 



Preferred. 

$16,250,000 00 


Common. 

20,000,000 00 




$36,250,000 00 

Accounts payable. 

$1,079,670 66 


* Dividend No. 8. 

284.375 00 


. 


1,364,045 66 

Surplus: 



Balance as at April 30, 1902. 

$304,759 5 * 


Profits for period.06 



Less: Dividends on Preferred Stock. 1,137,500 00 




516,076 06 




820,835 57 

Total. 


$38,434,881 23 

STATEMENT OF PROFITS 


For the Fiscal Year ending April jo, tpoj. 


Net profits, after deducting all expenses of manufacture and selling, and 


after making full provision for depreciation of buildings, plant and 


machinery and for possible bad debts. 


$*.653,576 06 

Deduct—Dividends declared on Preferred Stock: 



No. 5. payable August i, 1902. 

. $284,375 00 


No 6. payable November 1, 1902. 

•• 284,375 00 


No 7. i}i% payable February 2, 1903. 

. 284.375 00 


No. 8. i )J% payable May 1, 1903. 

. 284.375 00 




*.*37.500 00 

Balance—Surplus carried to Balance Sheet. 


$516,076 06 

* Paid May i, 1903. 




Form 18.—Balance sheet and statement of profits of the Allis-Chalmers Manufacturing 
Company as of April 30, 1903. This is the last balance sheet of the Allis-Chalmers Manu¬ 
facturing Company which gave no material segregation of assets. 


tained only four asset and seven liability items. Moreover, the very 
first item was the all-inclusive one of Real estate, building, plant maehinery, 
good mil, etc., $29,199,492.97. The values at which ‘‘good wiir^ and 
‘‘etc.'^ were carried in this total figure would be essential in any modest 
attempt to analyze the figures. 























182 


INTERNAL ANALYSES OF BALANCE SHEETS 


ALLIS-CHALMICRS COMPANY. 

Om-k k ok tiik Comptroi.i.er, 

CiiK Aco. Ii.i... Junk i. 1904. 

Benjami.n H. Warren, 

President^ AUis-Chahnen Compatiy : 

Herewith are submitted the Balance Sheet and the Profit and Lo.ss Account of this 
Company on April 30 , 1904 , with statements showing; the net profits for the fiscal year ending 
that date, and the provisions made for all known contingencies that may result in losses upon 
business carried over into the new year, but exclusive of the results of the business of the 
Bullock Electric Manufacturing Company, recently acquired. 

Messrs. Jones, Caesar & Co., Chartered Accountants, have made quarterly examinations 
of the accounts oPthc Company, and have reported thereon regularly to the Hoard of Directors 
during the year. 

BALANCE SHEET, 

April 30 . 1904 . 


ASSETS. 

Capital Assets; 

Real estate, buildings, plant, machinery, good-will, etc. $ 30 , 246,084 59 

Current Assets: 

Hills and accounts receivable. $3»437>5I9 95 

Stocks of merchandise, material and work in process 
(less payments on account) at factory cost, not 

exceeding present market values. 2 , 914,878 42 

The Hullock Electric Manufacturing Company of Ohio 
for working capital, and an interest in the Allis- 

Chalmcrs*Hullock Limited, of Canada. 463,000 00 

Cash. 1 , 060,113 II 

- 7>875.5n 48 

$ 38 , 121,596 07 

LIAHILITIES. 

Capital Liabilities: 

Preferred Stock.$ 16 , 150,000 00 

Dividends at the rate of per annum cumu¬ 
lative from February 1 , 1904 . 

Common Stock. 19 , 820,000 dO 

- $35,970,000 00 

Current Liabilities: 

Accounts payable. $ 1 , 014,395 75 

Mortgage on Norwood Foundry, due March 22 , 1905 34,000 00 

- 1 . 048,395 75 

Funds: 

Depreciation Reserves. 478,364 75 

Surplus . 624,835 57 

$ 38 , 121,596 07 


Form 18a.—Balance sheet of the Allis-Chalmens Manufacturing Company as of April 30, 
1904. This is the first balance sheet of the Allis-Chalmers Manufacturing Company to 
include the terms currerd assets and current liabilities. 

The financial statements of the railroads were in far greater detail 
and gave a more enlightening picture of their financial condition than 
did those of the industrial corporations. In the preparation of many 
of the early financial statements of industrials, unusual efforts seem to 
have been expended to make it absolutely impossible for an analyst, no 
matter how skilled or experienced he might be, to understand and to 
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interpret particular items. This was long before the days of the Secu¬ 
rities and Exchange Commission. The December 31, 1917, balance 
sheet of the United States Rubber Company and Subsidiaries, for exam¬ 
ple, carried a picturesque item, Securities, inctvding Liberty Bonds, and 
stock of the U.S. Rubber Co., held by Subsidiary Companies $7,937,920.06. 
What a perfect mystery! 

Several of the early balance sheets contained classifications of asset 
items but none of liabilities. The Mergenthaler Linotype Company 
as of October 1, 1909, used the term current assets. The liabilities, 
however, consisted of five separate and distinct items with no sub¬ 
totals. The balance sheet of the Diamond Match Co., as of December 
31, 1910, similarly carried a subtotal for current assets but none for 
current liabilities. 

By 1915 the value of classifying items as current assets and current 
liabilities was well established in credit circles, both with banking insti¬ 
tutions and mercantile enterprises. Of the four financial statement 
forms prepared by the Federal Reserve Bank of New York in 1915 for 
the use of member banks, three—the forms for corporations, firms, and 
business proprietorships—had subtotals for quick assets^ and current 
liabilities. 

Accounting Firms 

Recently, the author contacted 25 of the older firms of public accountants, 
practically all of which had been active prior to 1900, to ascertain when 
they began to use these two terms of current assets and current liabilities 
in their practices. Most of the firms had no idea when they first began 
to use these classifications in drawing up balance sheets. The following 
six firms, however, were able to name the approximate dates given 
below as the time when they first began to utilize subtotals for current 
assets and current liabilities in their accounting practice: 


Haskins & Sells. 1898 

Pogson, Peloubet & Co. 1905 

Peat, Marwick, Mitchell & Co. 1906 

Niles & Niles. 1907 

Leslie, Banks & Company. 1910 

F. W. Lafrentz & Co. Before 1914 


One accountant, who had had many years of experience, became 
interested in the evolution of these classifications and searched the avail¬ 
able records of his own firm. Subsequently, he unfolded the following 
interesting story: . About the turn of the century, we sometimes 

8 The term quick assets was used in these early balance sheets with the connotation 
of present-day current assets. As explained on p. 174, the term quick assets has now 
come more specifically to mean cash, readily marketable securities, and receivables. 
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used the classification of current assets, but with a separate classification 
of current working assets, the latter including inventories, generally the 
major item, deferred charges, stores, and the like. In or about 1906 
the classification evolved into ^current and working assets,’ the de¬ 
scriptive term for what is now simply ‘current assets.’ Two or three 
years later we find ‘current assets’ and ‘current liabilities’ but ‘current 
and working' was still good verbal mintage, and, as I recall it, the subject 
of intermittent informal discussion. The decline and fall of the de¬ 
scription ‘working assets’ either as a separate term, or as a constituent 
of ‘current and working’ dates, I would say, from 1915 or thereabouts.” 
Here is a general confirmation of the practice that seems to have been 
especially used by the railroads. 

This episode in accounting evolution was supplemented by a second 
well-known accountant: “I recall,” he wrote, “that when I entered 
the employ of my firm about 1914 [I noticed] in reviewing some of the 
old reports that the practice did not seem to be consistent. In some 
cases, current assets and liabilities were shown separately on the report 
and in other instances they were not. In the cases where they were not 
shown, it may be that the accountant in charge was not sure that he 
could classify some of the items under current assets because they were 
what under present-day practice would be termed borderline cases. 
However, I do recall that about 1915 or 1916, while I was in the Richmond 
office of our company, our firm issued a form of balance sheet, profit 
and loss, and surplus statements, which contained approximately present- 
day classifications. These were issued with instructions to all offices 
that in the future, financial statements prepared by our firm must when¬ 
ever possible show similar classifications. This form, of course, did 
require that sub-totals be shown for the figures of current assets and 
current liabilities.^^ 

Credit and Investment Services 

In March, 1915, the Standard Statistics Service, Inc., now known as 
Standard & Poor’s Corporation, broke away from an established tradi¬ 
tion in the investment field and determined the Tiet working capital on 
its card report on the United States Steel Corporation. This figure 
represented the difference between current assets and current liabilities 
and so was predicated upon the computation of one figure for current 
assets and of another for current liabilities. Card reports on all other 
important industrial corporations, whose securities were held extensively 
by the public, by 1922 were gradually modified to include the amount of 
net working capital. 

In 1919 the Bank Service Department of the National Credit Office, 
Inc., was organized to investigate, analyze, and edit specialized credit 
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reports on all concerns selling their commercial paper on the open market. 
These reports from their very inception contained a uniform, independent 
classification of balance sheet items that included current assets and 
current liabilities and the computation of the current ratio. 

In 1922, Moody^s Investors Service began to show under the bal¬ 
ance sheets of large corporations printed in its industrial manual foot¬ 
notes giving the net working capital. Two years later, this practice 
was extended to the balance sheets of smaller industrial corporations. 
In 1925, the items in each balance sheet that were classified as current 
assets and current liabilities were set in italic. Here was a gradual 
realization of the importance of these two classifications in the analysis 
of balance sheets from the point of view of the investor. 

In 1927, The Mercantile Agency prepared its first statement blank 
which gave a classification of items and subtotals for current assets and 
(current liabilities. It was not imtil 1930, however, that arrangements 
were made to compute and quote current assets and current liabilities in 
all credit reports, whether balance sheets were received on the stationery 
of the concern, or the accountant's own paper, in an annual corporate 
report to stockholders, or on the statement blank of The Mercantile 
Agency. In 1931 the ratio of current assets to current liabilities was 
computed on the larger commercial and industrial business enterprises 
in all parts of the country and included in the credit reports on these 
enterprises. 

Evolution in the Use of Current Ratio 

The use of the ratio of current assets to current liabilities by analysts 
has gone from one extreme to the other; it is now comfortably between 
the two. In the early days of this century, when analysts began their 
experimentations in the interpretation of balance sheets, this ratio, 
as already explained, was the only one in use and so was employed very 
extensively. It was of considerable value. The ratio would hardly 
have been adopted so extensively as a standard if ordinary experience 
had not indicated its practical significance. 

As other comparisons came into existence, the feeling developed 
widely that the current ratio is after all a generality; that no one ratio, 
no one comparison can possibly give a clear picture of the inherent 
soundness or weakness of a balance sheet. Other ratios came to have 
vital significance. Each ratio in turn tells its own story, and each 
ratio in conjunction with some other ratio and other facts then tells 
a supplemental story. At this intermediate stage in the evolution 
of analysis, the current ratio received less consideration, and other more 
specific ratios obtained increased attention. 

Now we are between these two extremes. The current ratio is 
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valuable, particularly as an indication of the ability of a concern to 
meet its current obligations, but the fact must be kept in mind that, after 
all, it is only one ratio, and a generality at that. It does, however, give 
an indication of a condition that is timely and valuable. We shall find 
examples in other chapters of balance sheets which are strained but where 
the current ratio is above ‘Hwo for one.^' We shall find other cases 
where this ratio is somewhat less than “ two for one’’ but still the balance 
sheet is in healthy shape. 

The current ratio is the reflection of a static condition, of a relation¬ 
ship on one date between two variables. This fact must constantly 
be kept in mind. A fundamental analysis is concerned more with 
understanding and interpreting the inherent financial condition of a 
business enterprise than its condition at a particular date. The current 
ratio changes daily as a concern enters its busy season, purchases merchan-^ 
dise, increases its inventory, sells its merchandise, expands its receivables, 
collects its receivables, increases its cash, pays down its liabilities, and 
finally reduces its cash to the low point of the season. The efficient 
management forecasts the current ratio of its business 1, 2, 3, and G 
months in the normal operations of its budgetary controls. It is often 
expedient for the outside analyst to do the same as the seasons roll 
around, and this can be accomplished if the knowledge of the seasons 
of a particular concern and the amount of its maximum liabilities during 
the previous fiscal year are obtained. This information is gradually 
becoming widely recognized as essential for the analyst. In recent 
years it has been requested on more and more balance sheet blanks. 

ILLUSTRATIONS OF RELATIONSHIPS 

The forceful manner in which the ratio of current assets to current 
liabilities exemplifies a changed financial condition is readily apparent 
from the following comparison: 



Year B 

Year A 

Current Assets. 

. $600,000 

$1,200,000 

Current Liabilities. 

. 200,000 

800,000 

Net Working Capital. 

. $400,000 

$ 400,000 

Current Ratio. 

. 3.00 

1.60 


In year B with current assets of $600,000 and current liabilities of 
$200,000, the net working capital amounts to the difference between 
the two figures, or $400,000, and the current ratio is 3.00. During year 
A, operations were conducted on a break-even basis but the inventory 
was increased by $600,000. The current liabilities expanded the same 
amount, representing the purchase price of the increase in inventory. 
The current assets now total $1,200,000 and the current liabilities $800,- 
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000. The net working capital remains stationary at $400,000, but the 
current ratio becomes 1.50. 

A changed condition similar to that which took place between year 
B and year A often happens during a period of rising prices. Now, 
suppose the current assets, mostly inventory, shrank one-third in value 
as prices dropped, after the close both of year B and year A. The 
current assets in year B' and in year A' would be respectively $400,000 
and $800,000. There would be no change in the current liabilities. The 
comparison of the current condition under these circumstances in both 
years would then be as follows: 



Year R' 

Year A' 

Current Assets. 

. $400,000 

$800,000 

Current Liabilities. 

. 200,000 

800,000 

Net Working Capital. 

. $200,000 

$. 

Current Ratio. 

. 2.00 

1.00 


Notwithstanding this shrinkage in values, the figures for year B' 
would disclose a net working capital of $200,000 and a ratio of current 
assets to current liabilities of 2.00. Here is a fairly satisfactory current 
financial condition. The one-third shrinkage in year A', however, 
decreases the current assets from $1,200,000 to $800,000, an amount 
which is now just equal to the current liabilities. The net working capital 
is wiped out, and the ratio of current assets to current liabilities becomes 
1.00. As a result of the smaller liabilities, the concern is much less 
vulnerable to such a situation in year B than in year A. 

In the computation of the current ratio the analyst must always 
include any contingent liability for notes receivable discounted that have 
been omitted from the balance sheet. Otherwise, the ratio will be 
determined on current assets and current liabilities, neither of which 
will be ac(;urate, and the resulting current ratio will be incorrect and 
misleading. If the contingent liability for notes receivable discounted 
is $100,000, then this sum should be added to the receivables prior to 
the computation of the current assets and the same amount included as 
Notes Discounted in the current liabilities. The current ratio determined 
from these adjusted totals will be accurate. 

Commercial Printer 

The Commercial Printing Corporation was incorporated in 1934 with 
an authorized and paid-in capital of $36,000, all common stock, to carry 
on a general jobbing and commercial printing business. In 1940 the 
authorized capital was increased to $75,000, all 6 per cent cumulative 
preferred stock, and to 100 shares of common stock of no par value but 
carried on the books at $1 per share. The business was organized and 
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continuously operated by three men, all of whom had had extensive 
previous experience in the printing business, two as production men and 
one as a saleman. The fiscal balance sheet as of year A disclosed a 
paid-in capital of $62,550 six per cent cumulative preferred stock, $100 
common stock, and a deficit in the surplus account of $5,082. 

Schedule 11] Commercial Printing Corporation 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

.... $ 17,111 

$ 16,409 

$ 5,319 

Accounts Receivable. 

24,702 

28,511 

40,811 

Inventory. 

5,651 

7,635 

5,165 

Current Assets . 

. . . . $ 47,464 

$ 52,555 

$ 51,295 

Fixed Assets, Net. 

Miscellaneous Receivables. 

. . .. 72,560 

74,924 

64,170 

5,715 

1,566 

820 

Prepaid Insurance. 

743 

113 

786 

Sundry Investments. 

280 

280 

280 

Total. 

. . .. $126,762 

$129,438 

$117,351 

Liabilities 

Notes Payable to Bank. 


$ 6,500 

$ 6,000 

Notes Payable for Pnjsses. 

.. .. $ 17,400 

8,874 

8,260 

Accounts Payable. 

8,218 

12,251 

18,744 

Accruals. 

5,099 

7,037 

5,830 

Due to Officers. 

5,024 

16,594 

20,949 

Current lAabilities . 

. . . $ 35,741 

$ 51,256 

$ 59,783 

First Mortgage. 

. . . 16,457 

12,000 


Total Liabilities . 

.... $ 52,198 

$ 63,256 

$ 59,783 

6% Cumulative Preferred Stock. .. 

.... 62,550 

62,550 

62,550 

Common Stock, No Par. 

100 

100 

100 

Earned Surplus. 

11,914 

3,532 

(D)S,0S2 

Total. 

,. . , $126,762 

$129,438 

$117,351 

Net Working Capital . 

,. $ 11,723 

$ 1,299 

$(D)8,488 

Current Ratio . 

1.32 

1.02 

0.86 

Tangible Net Worth . 

. ... $ 74,564 

$ 66,182 

S 57,568 

Net Sales. 

. ... $138,645 

$118,127 

$104,934 

Net Profit. 

2,268 

{L)8,S82 

{L)8,614 

Dividends. 

. . . . None 

None 

None 


The concern is located in Philadelphia. Its plant is equipped with 
six two-color presses—^two Harris, two Major, two Miehle—and six 
single-color presses—two Major, two Miehle, and two Simplex. The 
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greater portion of the annual net sales consists of the printing of cata¬ 
logues of the better grade. Printing is handled on terms of 30 days net 
for about 125 concerns, all located within a radius of 100 miles of Phila¬ 
delphia. Comparative figures for the past three fiscal years appear in 
Schedule 11. 

Up to year (7, an earned surplus account of $11,914 had been accumu¬ 
lated. Of this sum $2,268 had been earned during year C. For year B, 
a net loss of $8,382 was sustained, and in year A, an additional net loss of 
$8,614 was taken. As a result of these unfavorable operating results, a 
deficit of $5,082 was created in the surplus account by the end of year A, 
and the tangible net worth decreased from $74,564 in year C to $57,568 in 
year A, or 22.8 per cent. 

The fiscal figures for year C disclose a first mortgage on the real estate 
and buildings of $16,457. By year B, the mortgage had been reduced 
to $12,000 and during year A, 1 month before the close of the fiscal year, 
the entire $12,000 had been paid. In year Z), two new printing presses 
had been purchased at a cost of $28,000, of which $6,000 had been paid in 
cash and the balance in installment notes, secured by a chattel mortgage, 
to be paid in full over a period of 18 months, quite a customary method 
of financing the purchase of presses. By year C, this particular debt had 
been reduced to $17,400. In year J5, it became impossible to meet the 
installments as they fell due, so part of the notes were renewed. The 
balance sheet at the end of year A showed $8,260 still due on the purchase 
price of these presses. 

The effect on the current ratio of operating losses and the liquida¬ 
tion of the first mortgage is directly shown in the comparison of the 
current assets with the current liabilities for these 3 years. 


Year C 

(yurrent Assets. $47,464 

Current Liabilities. 35,741 

Ratio of Current Assets to Current Liabilities. 1.32 


Year 5 Year A 
$52,555 $51,295 
51,256 59,783 

1.02 0.86 


Between year C and year A, the current assets increased moderately 
from $47,464 to $51,295. The cash went down while the receivables 
increased very materially. At the same time, the current liabilities 
expanded from $35,741 in year C to $51,256 in year JB, and then in year 
A to $59,783, an aggregate increase of 40 per cent. This steady increase 
in the current liabilities was due to the cumulative net losses from 
operations and from the liquidation out of current funds of the first 
mortgage which had been carried as a deferred debt in the balance 
sheets of year C and year B. For year A, current liabilities were in excess 
of current assets. 

The net working capital amounted to $11,723 in year C, a compara¬ 
tively moderate amount for a printing establishment of this size. In year 
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B the net working capital had dropped to $1,299, and by year A, a 
deficit in net working capital to the extent of $8,488 had been created. 

Between year C and year B the current ratio dropped from 1.32 to 
1.02; in year A the drop continued to 0.86. Not only was each of these 
ratios low but the trend was steadily downward, an unfavorable feature 
that should never be overlooked. These relationships obviously were 
out of line. A comparison with the average ratio of current assets to 
current liabilities for job printers for the 5-year period given on page 197 
will verify this conclusion, the 5-year average current ratio for this line 
of business activity being 2.57. 

Condensed Analysis .—The comparative figures of the Commercial 
Printing Corporation reflect a chaotic condition. The net sales were lower 
for each succeeding year shown in Schedule 11; both the tangible net 
worth and the net working capital dropped steadily; the current liabili¬ 
ties were consistently heavy; the concern had had to request successive 
renewals on the notes given in year D for the payment of printing presses; 
the fixed assets were excessive; and the accounts receivable appeared to 
be heavy. The outlook of this business was about as rosy as the pros¬ 
pects of the submarine that broke through the surface of the ocean only 
to find a formation of enemy bombers directly overhead. 

Of all these unfavorable characteristics, the one that was most imme¬ 
diately obvious was the heavy liabilities in relation to the current assets 
and the consequently low current ratio on each statement date. Second 
only to the heavy liabilities were the excessive fixed assets. The figures 
disclosed a net depreciated value of fixed assets which amounted to 
97.3 per cent of the tangible net worth as of year ( 7 , and 113.2 per cent 
as of year A. As will be shown in Chap. X, rarely can a commercial or 
industrial concern operate successfully with such relationships. A basic 
error in management judgment had been made in some year prior to 
year C. As net profits were earned, they were immediately reinvested in 
real estate, buildings, and more presses. No adequate margin of net 
working capital had been maintained, an oversight of primary financial 
importance in a business world based upon competition and the profit 
motive. 

Moreover, as the net sales decreased, the accounts receivable increased. 
Here was an anomaly. Something was rotten in Denmark. As will be 
explained in Chap. XIII, the receivables undoubtedly contained more 
than a reasonable proportion of uncollectible accounts. 

Manufacturer of Furniture 

The second example illustrative of an unbalanced condition between the 
current assets and the current liabilities is a manufacturer of furniture 
located in the furniture district of North Carolina. The Period Furni- 



CURRENT ASSETS TO CURRENT LIABILITIES 


191 


ture Co., Inc., was incorporated in 1936 with an authorized capital of 
$140,000, of which $20,000 was immediately paid-in, all common stock. 
The outstanding capital has remained unchanged from the inception of 
the business. The organizer, who was also the principal stockholder, 
died two years ago, and since that time the control and active manage¬ 
ment have rested in the hands of his one son. 

Period Furniture Co., Inc. [Schedule 12] 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

. $ 16,891 

$ 15,568 

$ 15,542 

Accounts Ueccivable. 

. 12,603 

12,912 

15,940 

Inventory. 

. 76,009 

84,876 

133,489 

Current Assets . 

. $105,503 

$113,356 

$164,971 

Fixed Assets. 

... 21,042 

7,090 

24,004 

6,821 

26,948 

Leasehold Improvements. 

7,982 

Miscellaneous Receivables. 

. 1,026 

7,235 

23,325 

Prepaid Expenses. 


2,151 

1,261 

Total. 

. $134,661 

$153,567 

$224,487 

Liabilities 

Notes Payable to Bank. 

. $. 

$ 20,000 

$ 35,000 

Due to Officers. 


5,992 

10,240 

Accounts Payable. 

. 45,083 

31,282 

61,242 

Accruals. 

Reserve for Taxes. 

. 9,794 

. 7,426 

11,169 

5,967 

Customers^ Deposits. 


9,066 

10,602 

Current Liabilities . 

. $ 62,303 

$ 77,509 

$123,051 

Common Stock. 

. 20,000 

20,000 

20,000 

Earned Surplus. 

. 52,358 

56,058 

81,436 

Total. 

. $134,661 

$153,567 

$224,487 

Net Working Capital . 

. $ 43,200 

$ 35,847 

$ 41,920 

Current Ratio . 

. 1.70 

1.46 

1.34 

Tangible Net Worth . 

. $ 72,358 

$ 76,058 

$101,436 

Net Sales. 

. $289,622 

$292,976 

$312,542 

Net Profit. 

. 13,418 

6,700 

25,378 

Dividends. 

. None 

3,000 

None 


This concern manufactures period furniture, including living-room, 
bedroom, dining-room, and kitchen suites. Pieces of occasional furni¬ 
ture are also manufactured, but in a small way. Sales are made only 
to retail furniture and department stores east of the Mississippi River, 
and on the customary terms of the furniture trade of 2 per cent discount 
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in 30 days, net 60 days. Comparative figures for the past three fiscal 
years appear in Schedule 12. 

Operations of the Period Furniture Co., Inc., have been conducted 
with some success. The net sales increased each year over this 3-year 
period, expanding from $289,622 in year C to $312,542 in year A, Quite 
a satisfactory net profit of $13,418 was recorded in year C, somewhat 
smaller but fairly satisfactory net profits of $6,700 in year JS, and then 
very handsome net profits of $25,378 in year A. Dividends were paid 
only in year B, and then for the moderate sum of $3,000. By the time 
year A had ended, the financial condition was such that the entire net 
profits for the year were needed in the business to support the extended 
condition. 

Between year C and year A, the tangible net worth expanded from 
$72,358 to $101,436. Of this increase, the greater part, or $25,378, was 
earned in year A. As far as the expanding annual net sales, the net 
profits, and the growing tangible net worth are concerned, the compara¬ 
tive figures make an attractive showing. Now, however, let us turn to 
the current condition and to the current ratio: 


Year C Year B Year A 

Current Assets. $105,503 $113,356 $164,971 

Current Liabilities. 62,303 77,509 123,051 


Ratio of Current Assets to Current Liabilities.. 1.70 


1.46 1.34 


During the 2 years ending year A, the current assets increased from 
$105,503 to $164,971, or 56.3 per cent. Practically all this increase was 
represented by heavier inventories, which were carried at $76,009 in year 
C and at $133,489 in year A, Of the net profits earned in year B and in 
year A, $29,078 had been retained in the business. Now, if we look at 
the slow assets, that is, the fixed assets, leasehold improvements, mis¬ 
cellaneous receivables, and prepaid expenses, in the comparative figures 
in Schedule 12, we shall see that the total of these items increased $30,358 
during the 2-year period. In other words, the retained profits were not 
quite sufficient to offset the enlarged slow assets, so that greater current 
liabilities, of necessity, had to be incurred to carry the increased current 
assets. This is exactly what happened. The current liabilities amounted 
to $62,303 in year C, These liabilities increased to $77,509 in year B, 
and to $123,051 in year A, The result was a steady drop in the current 
ratio from 1.70 to 1.46 to 1.34. 

That the current ratio for each of the 3 years was low, and the ratio of 
1.34 for year A exceptionally low, may be confirmed in the table at the 
end of this chapter showing the typical ratio for the furniture manu¬ 
facturing industry. The 5-year average of the ratio of current assets to 
current liabilities for manufacturers of furniture is 3.48. 
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Condensed Analysis .—Here is a situation where net profits have been 
high but where, at the same time, affairs have become gradually more 
and more out of line with increasing current liabilities, insufficient net 
working capital, and a steadily decreasing current ratio. The liabilities 
have become heavy with the greater expansion in the inventory. On 
each of the last two balance sheets the increase in inventory was sub¬ 
stantial. For a manufacturer of this size and with annual net sales in 
the neighborhood of $300,000, the inventory on the fiscal date® should be 
between $40,000 and $50,000. If the inventory could have been reduced 
from $133,489 to this figure, funds would immediately have been freed to 
reduce the current liabilities a corresponding amount, which would have 
brought the debt into line with the current assets and resulted in an 
attractive current ratio. 

Second, the item of miscellaneous receivables increased steadily from 
$1,026 to $7,235 to $23,325 over the 3-year spread. At this last figure, 
the amount was obviously excessive. Profits had been lent to the 
officers who had used the funds in outside ventures. This money should 
be immediately collected. If collected, the current assets and the net 
working capital would both expand a corresponding amount and the 
current ratio would improve accordingly. All other items appear to 
be in normal proportions. 

Manufacturer of Paints and Varnishes 

The Paint & Varnish Mfg. Co., Inc., was incorporated in 1892 with a 
paid-in capital of $50,000 to manufacture a full line of paints, varnishes, 
enamels, and related products. From this relatively small start, the 
business expanded over a period of years and on December 31, 19—, had 
a tangible net worth in the neighborhood of $2,125,000. Earnings 
retained in the business during the immediately preceding years had been 
put into fixed assets and into greatly increased inventories. Sub¬ 
sequently, prices of paints, varnishes, and enamels had sustained a rapid 
and material drop, necessitating drastic adjustments in the value of the 
inventory and write-offs on the receivables. By year A the tangible net 
worth had been reduced to $413,505, a shrinkage of over 80 per cent from 
the peak a few years earlier. The comparative figures in Schedule 13 
show this condition. 

Every trend in these comparative figures is unfavorable. The net 
sales went down steadily from $610,287 in year C to $357,262 in year A. 
Net losses were assumed each year. The loss amounted to $46,541 for 
year C and was climaxed with a loss of $255,514 in year A. As a result 
of these steady losses, the tangible net worth reached a low point of 

® Inventory and current liabilities of a manufacturer of furniture are normally at 
a low point on T)ec. 31. See p. 205. 
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$413,505 in year A, and the net working capital, which amounted to 
$190,730 in year C, was changed into a deficit of $12,993. 


[Schedule 13] Paint & Vabnish Mfo. Co., Inc. 

Comparative Figures for Years Ended December 31, 19— 



iC) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(4) 

One Year 
Ago 

Assets 

Cash. 

$ 26,834 

$ 12,390 

$ 5,862 

Notes Receivable. 

16,052 

50,399 

22,317 

Accounts Receivable. 

225,261 

182,205 

124,382 

Inventory. 

305,255 

284,042 

202,065 

Current Assets . 

$ 573,402 

$ 529,036 

$ 354,626 

Fixed Assets. 

526,425 

514,612 

490,748 

Investments. 

45,434 

45,434 

8,004 

Miscellaneous Receivables. 

39,191 

51,324 

3,372 

Prepaid and Deferred. 

89,782 

111,499 

27,362 

Supplies. 


8,934 

5,012 

Total. 

$1,274,234 

$1,260,839 

$ 889,124 

Liabilities 

Notes Payable to Bank. 

$ 30,000 

$ 30,000 

$ 30,000 

Loans from Stockholders. 

16,423 

4,394 

34,026 

Trade Acceptances. 

3,546 

9,140 

12,523 

Accounts Payable. 

94,321 

160,206 

84,032 

Accruals. 

45,702 

75.474 

85,007 

Advances from Finance Company 

192,680 

200,606 

122,031 

Current Liabilities . 

$ 382,672 

$ 479,820 

$ 367,619 

Accounts Payable Deferred. 


112,000 

108,000 

Total Liabilities . 

$ 382,672 

$ 591,820 

$ 475,619 

5% Cumulative Preferred Stock 

100,000 

100,000 

100,000 

Common Stock. 

150,000 

150,000 

150,000 

Earned Surplus. 

641,562 

419,019 

163,505 

Total. 

$1,274,234 

$1,260,839 

S 889,124 

Net Working Capital . 

S 190,730 

$ 49,216 

%{D)12,993 

Current Ratio . 

1.49 

1.10 

0.96 

Tangible Net Worth . 

$ 891,562 

$ 669,019 

$ 413,505 

Net Sales. 

$ 610,287 

$ 443,507 

$ 357,262 
{L)Z55,B14 

Net Profit. 

(L)4e,64i 

(,L)SS2,54S 

Dividends. 

None 

None 

None 


In year C the unbalanced financial condition was recognized by the 
lending officer of the depository bank. The $30,000 due to this bank 
could not be repaid and the bank officer handling the account refused to 
extend additional credit. In this predicament, arrangements were made 
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to borrow funds from a finance company secured by the pledge of receiv¬ 
ables. The amount of these secured borrowings fluctuated on each of 
the three balance sheet dates, increasing to $200,606 in year B and 
decreasing to $122,031 in year A, Funds were made available in this 
manner to meet part of the current obligations, but the trend continued 
downward. In an attempt to stem the outward tide, three of the larger 
merchandise creditors at this stage accepted a series of noninterest¬ 
bearing notes due in 5 years. In year B, these notes aggregated $112,000 
and by year A had been reduced nominally to $108,000. This downward 
trend is clearly evident in the comparative current condition: 

Year C Year B Year A 

Current Assets. $573,402 $529,036 $354,626 

Current Liabilities. 382,672 479,820 367,619 

Ratio of Current Assets to Current Liabilities.. 1.49 1.10 0.96 

The current assets decreased from $573,402 to $529,036 between year 
C and year B, Between year B and year A, the current assets now took 
a substantial drop of 33 per cent, from $529,036 to $354,626. From year 
C to year B the current liabilities increased from $382,672 to $479,820. 
If the three merchandise creditors had not agreed to take the deferred 
noninterest-bearing notes of $112,000 for their debts in year B, the current 
liabilities would have been that much larger. In year A, when the net 
loss amounted to $255,514, the current liabilities decreased along with 
the current assets, but not in the same proportion. As a result the net 
working capital of $49,216 of year B was turned into the deficit net 
working capital of $12,993 in year A. 

This trend is epitomized in the ratio of current assets to current 
liabilities which decreased from 1.49 to 1.10 between year C and year B, 
and then to 0.96 in year A, The figures of this corporation in year A 
indicate an approaching collapse in the not too distant future. 

Condensed Analysis .—Only a miracle could save this concern, and 
miracles rarely occur during rapid business tail spins. The troubles of 
the Paint & Varnish Mfg. Co., Inc., started several years ago with 
inefficient management. Its paints, varnishes, and enamels had had 
wide national acceptance but the products had not been kept up to date 
with the tremendous changes that had taken place in chemistry. The 
trend continued downward with increased momentum from year (7. At 
the same time expenses—administrative, manufacturing, and selling— 
were high. The treasurer, who had been with the business 18 years, had 
absolutely no knowledge of budgetary control. 

Suddenly the management was faced with a top-heavy inventory, 
rapidly falling sales during a period of shrinking prices, and heavy over¬ 
head. That is a fatal combination of circumstances to all managements 
except those few composed of supermen. These circumstances are 
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reflected in the comparative figures shown in Schedule 13 with a steadily 
and rapidly shrinking current ratio. Each year the relationship between 
the current assets and the current liabilities became more unfavorable. 
As competitors one after another had developed and brought out modern 
rapid-drying products, the sales had dropped, at first slowly and then 
more rapidly. The experimental end of the business had ceased to 
function. By the time year A had come around, the figures were char¬ 
acterized by excessive liabilities, heavy fixed assets, a deficit in net work¬ 
ing capital, and an obviously low current ratio. 

TYPICAL RATIOS OF CURRENT ASSETS TO CURRENT LIABILITIES 

Typical ratios of current assets to current liabilities for 70 lines of 
business activity—42 lines of manufacturing, 21 of wholesaling, and 7 
of retailing—are given in Schedule 14 at the end of this chapter. These 
ratios have been computed from balance sheets for each ye^r from 1943 
through 1947, and a final ratio has been computed as an arithmetical 
average for the 5-year period. 

The spread in the typical ratios of current assets to current liabilities 
is narrow. Only four lines of business activity in this schedule show a 
5-year average current ratio below the ^Hwo for one^' standard, namely, 
breweries with 1.82 times, canners of fruits and vegetables with an 
average of 1.87 times, manufacturers of airplane parts and accessories 
with 1.90 times, and wholesalers of wines and liquors with 1.97 times. 
On the other hand, 15 out of the 42 manufacturing lines, 12 out the 21 
wholesaling lines, and five out of the seven retailing lines disclose 5-year 
average current ratios greater than ‘Hhree to one.^’ 

The highest 5-year average current ratio among manufacturers is 
shown by the manufacturers of curtains, draperies, and bedspreads with 
4.20 times, followed by the manufacturers of leather luggage with 3.93. 
Among wholesalers, the highest 5-year average current ratio is shown by 
wholesalers of men’s furnishings with 6.82, followed by wholesalers of 
hosiery and underwear with 6.73. Among retailers, installment furniture 
stores lead with 5.63, followed by dealers in furniture selling for cash and 
on charge account terms, with 5.42. 

The three illustrations of unhealthy relationships between current 
assets and current liabilities used in this chapter are extreme. Balance 
sheets will reflect conditions from these extremes through fair to good, 
and finally there will be cases where there are absolutely no current 
liabilities. Examples of current ratios in other somewhat more favorable 
categories will be found in illustrations in succeeding chapters. 

Maxim 

Over the years the practical standard of the ratio of current assets to 
current liabilities has come to be recognized as ^‘two for one’’ for 



CURRENT ASSETS TO CURRENT LIABILITIES 197 

Ratios of Current Assets to Current Liabilities [Schedule 14] 

Number of Times 


Lines of Business Activity 


Median 



Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Manufacturers 

Airplane Parts and Accessories. 

1.66 

1.34 

1.97 

2.22 

2.39 

1.90 

Automobile Parts and Accessories. 

1.80 

2.14 

2.34 

2.46 

2.58 

2.26 

Bakers. 

1.88 

2.27 

2.05 

2.27 

2.44 

2.18 

Bedsprings and Mattresses. 

3.91 

4.07 

3.40 

2.38 

2.70 

3.29 

Breweries. 

1.70 

1.68 

1.86 

1.93 

1.95 

1.82 

Chemicals, Industrial. 

2.53 

2.60 

2.78 

3.26 

2.85 

2.80 

Cigars. 

4.11 

3.30 

2.63 

3.12 

3.31 

3.29 

Clothing, Children’s Dresses and Wash 
Suits. 

2.48 

2.55 

2.83 

2.96 

2.46 

2.65 

Clothing, Men’s and Boys’. 

3.16 

3.21 

3.87 

3.06 

2.83 

3.63 

Coats and Suits, Women’s. 

2.34 

2.36 

2.52 

2.63 

2.34 

2.44 

Confectionery. 

2.24 

2.71 

3.00 

2.92 

2.71 

2.72 

Contractors, Building and Construction 

2.30 

2.64 

3.06 

2.21 

2.00 

2.44 

Cotton Cloth Mills. 

2.62 

2.56 

2.51 

2.72 

2.61 

2.60 

Cotton Goods, Converters. 

2.84 

3.08 

3.72 

2.82 

2.80 

3.05 

Curtains, Draperies, and Bedspreads... 

3.07 

5.47 

6.58 

2.95 

2.93 

4.20 

Dresses, Rayon, Silk, and Acetate. 

2.04 

2.20 

2.54 

2.60 

2.31 

2.34 

Drugs. 

3.00 

3.12 

2.94 

3.60 

3.27 

3.19 

Electrical Parts and Supplies. 

1.92 

2.52 

2.51 

2.46 

2.76 

2.43 

Foundries. 

1.67 

1.92 

2.60 

2.82 

2.74 

2.35 

Fruits and Vegetables, (-anners. 

1.81 

1.81 

2.36 

1.74 

1.64 

1.87 

Fur Garments. 

2.83 

2.55 

3.37 

2.74 

2.59 

2.82 

Furniture. 

3.51 

4.04 

3.91 

3.04 

2.90 

3.48 

Hardware and Tools. 

1.87 

1.96 

2.84 

2.83 

3.09 

2.52 

Hosiery. 

2.76 

2.81 

3.59 

3.10 

3.25 

3.10 

Leather Garments. 

2.53 

3.26 

5.58 

3.26 

4.62 

3.85 

Luggage, Leather. 

3.34 

4.30 

3.43 

5.04 

3.53 

3.93 

Machinery, Industrial. 

1.88 

2.17 

2.65 

2.39 

2.62 

2.34 

Meats and Provisions, Packers. 

2.06 

2.42 

2.53 

2.51 

2.26 

2.36 

Metal Stampings. 

1.94 

1.78 

2.88 

2.49 

2.58 

2.33 

Outerwear, Knitted. 

2.44 

2.50 

3.62 

2.65 

3.42 

2.95 

Overalls and Work Clothing. 

3.14 

3.34 

4.93 

3.13 

3.13 

3.53 

Paints, Varnishes, and Lacquers. 

3.27 

3.56 

3.79 

3.80 

3.74 

3.63 

Paper. 

2.86 

2.63 

3.24 

3.25 

2.48 

2.89 

Paper Boxes. 

2.58 

3.30 

2.77 

2.87 

2.48 

2.80 

Petroleum, Integrated Opc'tntors. 

2.68 

2.23 

2.46 

3.25 

1.77 

2.48 

Printers, Job. 

2.58 

2.59 

2.80 

2.58 

2.31 

2.57 

Rayon, Silk, and Acetate Piece CJoods, 

" Converters. 

3.25 

3.12 

3.00 

3.13 

2.97 

3.09 

Shirts, Underwear, and Pajamas, Men’s 

3.02 

3.03 

3.32 

2.44 

3.18 

3.00 

Shoes, Women’s and Children’s. 

2.33 

2.60 

2.73 

2.53 

2.43 

2.52 

Soft Drinks and Carbonated Water, 
Bottlers. 

2.09 

2.12 

3.99 

3.07 

3.27 

2.91 

Steel, Structural Fabricators (Sell on 
Short Terms). 

2.28 

2.78 

3.16 

3.24 

2.41 

2.77 

Stoves, Ranges, and Ovens. 

2.68 

4.23 

3.25 

3.66 

3.28 

3.40 
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Ratios of Current Assets to Current Liabilities. — (Continued) 
[Schedule 14,— (Cont.)] 


Number of Times 


Lines of Business Activity 

Median 

Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Wholesalers 

Automobile Parts and Accessories. 

Butter, Fggs, and Cheese. 

3.04 

2.12 

3.14 

2.62 

2.76 

2.18 

2.33 

2.12 

2.50 

1.87 

2.75 

2.18 

Cigars, Cigarettes, and Tobacco. 

1.94 

2.73 

2.70 

2.39 

2.07 

2.37 

Drugs and Drug Sundries. 

2.74 

3.36 

3.24 

2.63 

2.72 

2.94 

Dry Goods. 

3.68 

5.77 

6.39 

4.37 

3.32 

4.71 

Electrical Parts and Supplies. 

3.84 

3.27 

2.80 

2.25 

2.17 

2.87 

Fruits and Produce, Fresh. 

2.31 

2.36 

3.08 

3.33 

2.92 

2.80 

Furnishings, Men’s. 

6.44 

7.45 

9.87 

5.90 

4.45 

6.82 

Gasoline and Lubricating Oil. 

2.36 

3.07 

2.40 

2.40 

1.89 

2.42 

Groceries. 

3.49 

3.73 

3.43 

2.61 

2.58 

3.17 

Hardware. 

4.05 

4.67 

4.90 

3.49 

3.11 

4.04 

Hosiery and Underwear. 

5.33 

7.06 

9.94 

6.70 

4.60 

6.73 

Lumber. 

4.51 

5.12 

4.97 

3.56 

2.74 

4.18 

Meat and Poultry. 

3.11 

2.43 

3.53 

3.00 

3.48 

3.11 

Outerwear, Knitted. 

3.88 

6.09 

7.08 

4.65 

5.86 

5.51 

Paints, Varnishes, and Lacquers. 

4.71 

4.12 

3.95 

2.36 

2.59 

3.55 

Paper. 

2.71 

3.13 

3.20 

2.99 

2.59 

2.92 

Plumbing and Heating Supplies. 

3.98 

4.49 

3.57 

2.73 

2.49 

3.45 

Shoes, Men’s and Women’s. 

3.74 

4.66 

6.04 

3.75 

3.56 

4.35 

Wines and Liquors. 

1.90 

2.01 

2.10 

1.85 

1.99 

1.97 

Women’s Wear, Coats, Suits, and 
Dresses. 

2.70 

2.38 

3.45 

5.01 

2.74 

3.26 

Retailers 

Clothing, Men’s and Boys’. 

3.40 

3.83 

4.40 

3.64 

3.81 

3.82 

Department Stores. 

2.54 

2.40 

2.83 

3.14 

3.09 

2.80 

Furniture. 

5.10 

6.51 

6.85 

5.12 

3.54 

5.42 

Furniture, Installment. 

5.93 

6.94 

6.90 

4.34 

4.06 

5.63 

Lumber. 

5.03 

5.74 

5.34 

5.95 

3.65 

5.14 

Shoes, Men’s and Women’s. 

2.97 

3.96 

3.80 

3.62 

2.87 

3.44 

Women’s Specialty Shops. 

1 2.26 

1 

2.42 

2.68 

3.02 

2.37 

2.55 




industrial and commercial business concerns. The current ratio is an 
indication of the current condition, which on further examination might 
or might not indicate strain. If a current ratio seems low, the reason 
should be ascertained. In other words, the analyst must look behind 
the ratio to find the reason for a condition. Further examination may 
verify or fail to verify a preliminary inference based solely on the relation¬ 
ship between the current assets and the current liabilities. 

THEORY AND PROBLEMS 

1. State briefly what information you would expect to obtain from the ratio of current 
assets to current liabilities. 
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2. The ratio of current assets to current liabilities of a manufacturer of office equip¬ 
ment is 1.82. How would each of the following transactions affect the current ratio? 
Use the letters 7, D, and N to indicate whether the current ratio would be increased, 
decreased, or unchanged. 

o. Cash is increased $6,042 by the collection of outstanding receivables. 

b. It is decided that U.S. Treasury tax notes of $50,000, which had been carried 
as a subdeduction from the item Reserve for Federal income and excess-profits 
taxes in the current liabilities, should now be carried in the current assets. 

c. A bank loan of $100,000 is obtained. 

d. An investment representing 51 per cent common stock interest in a subsidiary 
is sold for cash. 

c. A dividend of $68,000 is declared and paid in cash. 

/. A customer that was unable to make payment of $3,042 when his account fell 
due gave a promissory note payable in 30 days. 

g. Some used equipment is sold on terms of 10 per cent cash and the balance in 12 
equal monthly installments. 

h. The president borrows $4,600 in cash from the corporation. 

i. Common stock is split four for one. 

j. Patents of $6,850 are written off the books. 

k. Excess cash of $150,000 is being invested in marketable securities listed in the 
New York Stock Exchange. 

L Worn-out equipment is sold as scrap for cash. 


3. When did it become customary for accountants to segregate the current assets in 
balance sheets? Describe briefly the evolution that took place in the years immedi¬ 
ately preceding this change. 


4. Two competing business enterprises in the same line of business show the following 
current positions. Which business enterprise is in the better current condition? 
Explain why. 


Company A 


Current Assets. $300,000 

Current Liabilities. 100,000 

Net Working Capital. $200,000 


Company B 
$500,000 
300,000 
$200,000 
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6. Post the following balance sheet on a comparative statement page and compute 
(a) net working capital, (5) current ratio, and (c) tangible net worth. 


Pure Drug Chain, Inc. 
Balance Sheet, December 31, 19— 
Assets 


Current Assets 

Cash in banks, and in transit to banks. $1,442,757 

Checking accounts $1,439,693 
Savings deposit 3,064 


Cash on hand. 117,354 

Accounts receivable of customers. $ 47,135 

Miscellaneous accounts receivable. 89,984 

$ 137,119 

Less; Reserve for doubtful accounts. 2,500 134,619 


Merchandise inventories, at the lower of cost or market.. $2,970,280 


Merchandise in transit. 122,594 3,092,874 

Inventories of suppliers. 29,229 

Total Current Assets. $4,816,833 

Cash in Closed Banks. $ 23,094 

Less: Reserve for losses. 21,000 2,094 

Contract Deposits. 10,180 

Loans, Investments, Etc. 

Note receivable, other than customer’s note. $ 6,000 

Contracts of officers and employees for common stock 

purchases. 5,848 

Loans to employees for educational training. 21,328 

Cash surrender value of insurance on life of officer. 38,013 

Miscellaneous investments. 15,272 86,461 


Charges Deferred to Future Operations 

Prepaid insurance, li(;cnses, rents, etc. $ 102,559 

Premiums and commissions on leases, less proportion 
charged to operations. 47,879 150,438 


Fixed Assets 

Land. $ 348,804 

Buildings. $ 972,625 

Less: Reserves for depreciation. 248,892 723,733 

Store fixtures, warehouse, manufacturing, 

and office equipment. $3,010,806 

Less: Reserves for depreciation. 1,486,391 1,524,415 

Automobiles and trucks. $ 82,189 

Less; Reserves for depreciation. 55,346 26,843 

Improvements and alterations to buildings.. $ 938,048 
Less: Reserves for depreciation. 523,089 414,959 

Goodwill ..7:7." ..rrrr.. 


3,038,754 


$8,104,763 
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Liabilities 

Current Liabilities 

Accounts payable, trade. $ 998,822 

Accounts payable, miscellaneous.. 17,213 $1,016,035 

Salaries and wages, due and accrued. 151 ,i973 

Accrued taxes, including state income taxes. 132,948 

Estimated bonuses payable to executives and store man¬ 
agers. 111 ,707 

Total Current Liabilities. $1,412,663 

Reserve for Federal income and excess-profits tax. 229,824 

Reserves 

Reserve for unrealized profit on sale of treasury stock.... $ 49,400 

Group life insurance dividends held in reserve. 29,990 

Reserves for contingencies. 43, ^ 122,988 

Capital Stock 

Preferred, 4 per cent cumulative 

Authorized, 75,000 shares, none issued. $. 

Common, no par value 
Authorized, 500,000 shares. 

Issued and outstanding, 245,474 shares: 

Stated value. 2,454,740 

Earned surplus. 3,884,548 

Total Equity in Common Stock. 6,339,288 

$8,104,763 


6. What is the generally accepted standard for the ratio of current assets to current 
liabilities for industrial and commercial business enterprises? Is that standard open 
to fairly wide variations? Explain your answer. 

















CHAPTER VII 


CURRENT LIABILITIES TO TANGIBLE NET WORTH 

The only balance sheet relationship, other than the ratio of current 
assets to current liabilities, which seems to have had its origin in the 
dim distant past rather than in more recent years when serious attempts 
have been made to evaluate effective standards of financial statement 
analysis, is the relationship between the liabilities and the tangible net 
worth of a commercial or industrial business enterprise. This relation¬ 
ship has always held significant implications as it contrasts the funds 
that creditors temporarily have at the risk of a concern in the form of its 
debts with the funds permanently invested by the owners. Since the 
invested funds, that is, the tangible net worth, serve to guarantee the 
liquidation of creditor liabilities, it is evident that the smaller the tangible 
net worth and the larger the liabilities, the less security do creditors 
normally have. A manufacturer of men^s and boys^ shoes with a tan¬ 
gible net worth of $48,000 and with liabilities twice as large, or $96,000, 
will, all else being equal, provide far less security to creditors than a 
second concern in the same line of business with a tangible net worth of 
$48,000 and with liabilities one-half as large, or $24,000. 

As liabilities expand, the point finally arrives when an enterprise 
becomes more and more dependent in its daily operations upon the atti¬ 
tude of its creditors. In a very practical manner, as liabilities increase 
above a certain level, the management has more and more difficulty in 
meeting its financial obligations on scheduled time. Bank loans must 
be renewed and renewed. Trade payments drift from discount to 
prompt, then from prompt to a few days slow; finally, payments run 
30, 60, and 90 or more days past due. Somewhere along this rocky 
route, with progress becoming ever more onerous, the banker, if he has 
a significant grasp of the situation, arranges to obtain adequate security 
to protect his extension of credit. The security might consist of stocks 
and bonds, the assignment of accounts receivable, the pledge of merchan¬ 
dise, the pledge of capital stock in subsidiaries, the assignment of the 
cash surrender value of life insurance, a mortgage on real estate and 
buildings, or any other asset of sufficient and realizable value. Then 
the mercantile creditors must decide, one by one, whether they will 
continue to extend credit on the same basis which they have been using, 
give special terms, or petition the enterprise in bankruptcy. 
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A heavy debt is like high blood pressure. As the pressure goes up, 
a point is finally reached where the patient cannot survive. Every 
concern that is petitioned by creditors into involuntary bankruptcy 
inevitably reaches the point of excessive liabilities, just as surely as some 
degree of infiation materializes in a war economy. Sir Walter Scott 
learned this lesson when the publishing firm of which he was a partner 
failed with liabilities of £130,000. The relationship of liabilities to 
tangible net worth was far heavier than it should have been for the con¬ 
tinued well-being of that historic enterprise. The Rothschilds had a 
significant motto based on long experience. It read, ^^Do not trust a 
man who owes too much.’^^ 

Sometime during the last quarter of the nineteenth century, the 
conception arose that the typical commercial or industrial business con¬ 
cern should not have liabilities in excess of the invested capital, that is, 
its tangible net worth. At this stage in our economic development, 
relative few enterprises, except railroads, had long-term liabilities such as 
mortgages, bonds, debentures, or serial notes. The term liabilities car¬ 
ried the implication that is carried today by current liabilities. Such a 
situation would mean that all creditors, for their own protection, should 
have no more funds at stake in a particular endeavor than the owner or the 
owners of that business enterprise. That seemed a reasonable pragmatic 
proportion. Many early credit men, or those businessmen who per¬ 
formed the functions of present-day credit men, used this relationship 
literally, and would cut down their extension of credit when a balance 
sheet showed liabilities exceeding this very definite and recognizable 
limit. 

In the more concentrated study that has been given to the analysis 
of financial statements in recent years, this one early relationship has 
been succeeded by two relationships. With the growth in the use of an 
almost infinite variety of funded obligations to finance commercial and 
industrial corporations, particularly after the organization of the United 
States Steel Corporation in 1901, a degree of analytical specialization 
became essential. A concern with modest current liabilities, but a sub¬ 
stantial funded debt due 10 years in the future, would be a far better 
risk for current creditors than the relationship of total liabilities to 
tangible net worth would indicate. To differentiate these situations, 
two relationships have come to be widely used in the analyses of balance 
sheets of commercial and industrial business enterprises: (1) current 
liabilities to tangible net worth, and (2) total liabilities to tangible net 
worth. In this chapter the relationship of the current liabilities to the 
tangible net worth will be considered, and in the following chapter, the 
relationship of total liabilities to tangible net worth. 

^ WiMAN, Erastus, Chances oJ Success^ p. 39 (F. R. James, Toronto, Canada, 1893). 
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EFFECT OF SEASONAL OPERATIONS ON CURRENT LIABILITIES 

Every business enterprise, large or small, has a current debt that 
fluctuates from day to day and from month to month during the year. 
The amplitude of this fluctuation depends upon the seasonal oper¬ 
ations of a particular line of business and the closeness with which the 
activity of an individual concern in that line conforms to the typical 
pattern. The extreme importance of the date on which figures are 
drawn off in relation to the season of a business, and of the consequent 
size of liabilities, is explained in detail in the following paragraphs for 
three lines of business, manufacturers of fur coats, department stores, 
and manufacturers of furniture. 

Manufacturers of Fur Coats 

A manufacturer of fur coats produces sample coats during the months of 
March and April. These samples, representing the ultimate in new 
styles, are exhibited at the June fashion shows, where orders for the new 
fur coats arc booked. These orders go into immediate production in 
June and July, to provide merchandise for the August fur-coat promo¬ 
tion sales which are featured by department stores and the retail fur 
specialty shops in the larger cities. To carry out these operations, the 
manufacturer makes heavy purchases of skins during the first half of the 
year. Inventories, consisting of skins, work in process, and finished 
coats, continue to increase until a peak is reached in either October or 
November. 

A considerable volume of fur coats is sold to department stores on 
terms of 8 per cent discount on the tenth of the following month. The 
greater portion of sales, however, is made on terms which range up to 
4 months on open-book credit, or with immediate payments made by 
promissory notes. As a result of these selling terms, the receivables of 
fur coat manufacturers, which result from early August sales, are not 
liquidated until December. 

From this picture of typical seasonal operations, it is evident why 
the current liabilities of a manufacturer of fur coats gradually expand to 
a peak during November and December, then suddenly drop to a low 
point in January, when receivables have been largely collected and the 
proceeds applied to reduce the current debt. The seasonal operation 
then starts over once again. 

Department Stores 

A department store annually has two peaks in sales, a primary top peak 
in December caused by Christmas buying, and a secondary peak in the 
spring caused by purchases for Easter and for the summer. Between 
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these two seasons, sales decline to low valleys in January and February, 
and again in July, August, and the early part of September. 

The inventory of a department store fluctuates in anticipation of 
sales, but with smaller seasonal swings. From a low point in July, the 
inventory gradually rises to a maximum early in December. By the end 
of January, Christmas shopping and January clearance sales have 
reduced merchandise to the lowest level of the year. The renewal of 
merchandise stocks for the spring demand now brings the inventory to a 
modified plateau in March and in April. Stocks again become low in 
July and in August. 

Approximately one-half of all department store sales are normally 
made on a cash basis, less than 10 per cent are installment sales, and the 
remainder are on open-book account. In these operations, current 
liabilities thus reach a peak early in December when the inventory is at 
the high point and receivables are expanding, a secondary peak around 
Easter, and the basic low point for the year in the latter part of January 
or early February when collections from Christmas receivables have been 
applied to reduce the debt. 

Manufacturers of Furniture 

A manufacturer of furniture, like a department store, has two peaks 
annually in sales. Shipments begin to expand in July following the 
summer furniture shows and rise to their peak in September and October 
in anticipation of the general increase in the furniture sales of retail 
stores which take place in the fall months and in December. Shipments 
then fall off to a minimum in December and in January. A secondary 
peak now materializes in February, March, and early April following the 
introduction of new lines in the January furniture shows. 

In preparation for the June and January furniture showings, a manu¬ 
facturer makes up samples of new styles of furniture and attempts to 
reduce the inventory of finished goods left from the previous season. Raw 
materials tend to follow the shipment curve rather closely and ordinarily 
are not accumulated far in advance of current needs. Inventories of raw 
materials and finished goods drop to the low point in December. 

The usual terms of sale used by the manufacturer of furniture are 2 
per cent discount in 10 days, net 30 days. Receivables which are created 
from fall shipments thus are largely liquidated by the end of December. 
In these seasonal operations, the current debt reaches a low point in 
December, with a modified dip in June. 

Natural Business Year 

The natural business year of a business enterprise is the period of 12 
consecutive months that ends when the business activities of the concern 
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have reached the lowest point in their annual cycle. This principle has 
been widely recognized in business practice for many years. General 
use of the calendar year for fiscal purposes began with the enactment 
of the Federal corporate tax law of 1909, which required all corporations 
to file returns as of December 31.^ This statute remained in force for 
4 years. The law was repealed in its entirety in 1913 when the first 
Federal income-tax law was enacted. The new law specifically provided 
that the taxpayers might file returns as of the close of a fiscal year of 
their own selection.^ 

The Natural Business Year Council was created in November, 1935, 
by the National Association of Credit Men, the Robert Morris Asso¬ 
ciates, the National Association of Cost Accountants, and the American 
Institute of Accountants, to represent businessmen, bankers, credit men, 
accountants, and trade associations in the study of seasonal operations 
and the recommendation of the low point of the business year as the most 
logical fiscal date. The analyst finds many advantages in studying the 
financial statements of a concern taken off at the low point of operations, 
in contrast to the necessity of obtaining the amount of maximum and 
minimum liabilities during the year from trial balances, and then placing 
the concern as of December 31 (if it uses the calendar year) in the proper 
part of its season, as is done on page 211 with the Men\s Clothing Com¬ 
pany, Inc. 

^ . . Said tax shall be computed upon the remainder of said net income of such 

corporation, joint stock company, or association, or insurance company for the year 
ending December 31, 1909, and for each calendar year thereafter. . . . —36 U.S. 

Stat. at Large 114, Chap. 6. Poores Industrial Manual for 1909 contained 211 indus¬ 
trial corporations which took their inventories and closed their books in 1908 at the 
end of months other than December. Only two of the 12 corporations listed on p. 178 
whose balance sheets were studied at a date prior to 1909 used the end of the calendar 
year as their fiscal date, namely, the Pennsylvania Railroad Company, and the Lehigh 
Coal & Navigation Company. 

3 Operations involved in adopting the natural business year are few and simple. 
In establishing a new corporation, the desired fiscal year is simply written in the 
by-laws. For existing corporations whose fiscal year has been the calendar year, one 
of the first and most important requirements is to request from the Commissioner of 
Internal Revenue in Washington—using Form 1128—permission to effect the desired 
change. Requests for such permission, when based upon sound reasons, are generally 
approved without further inquiry. Similar permission must be secured from state 
authorities in states which require corporations to file income tax returns. It is 
usually granted upon notification that Federal authorities have approved the change. 
A separate Federal tax return must be filed for the interim period between the end of 
the calendar year and the beginning of the new fiscal year. This interim return is 
identical in form with the annual return. A corresponding state income-tax return 
for the interim period must be filed in states which require annual returns of corpora¬ 
tions. It is also necessary, if the company is subject to the jurisdiction of the Securi¬ 
ties and Exchange Commission, to prepare an interim report for that body when the 
period between the end of the calendar year and the beginning of the natural fiscal 
year is three months or longer.”— The Natural Business Year, Its Advantages to Busi¬ 
ness Management, pp. 6-7, a pamphlet published by the American Institute of 
Accountants, 1942. 
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From June, 1935, to December, 1948, the U. S. Treasury Depart¬ 
ment reported that an approximate total of 30,355 corporations changed 
from the calendar to the natural fiscal year. That the change is snow¬ 
balling would seem evident from the fact that the number of yeatly 
changes increased up to the time when the United States actively entered 
World War II; 3,265 changes in 1938, 3,291 in 1939, 3,916 in 1940, and 
4,812 in 1941. During the war the number of annual changes dropped 
to 576 in 1945. Since then the trend has again turned upward, 851 in 
1946, 1,190 in 1947, and 1,538 in 1948. At the low point of the natural 
business year the inventory is more easily taken, the accounts are closed 
and year-end financial statements prepared more rapidly, and operations 
may be more accurately analyzed.^ At the same time, there has taken 
place a quickening of interest among accountants, reflected by the 

^ A clear explanation of the specific reasons for the change in fiscal date to the low 
point of the natural business year, as applied to his own business, was made in an 
address by A. R. M. Boyle, treasurer of Lehn & Fink Products Corporation, New 
York: “We are manufacturers of nationally advertised brands of consumer products 
sold by us chiefly to wholesale and retail druggists, department stores, 5 and 10 cent 
and other general merchandise chains, etc. These products include disinfectants, 
tooth pastes, tooth powders, face, hand and body lotions, cosmetics, and other toilet 
articles. Many of these items arc highly seasonable. For example, all lotions are 
used in substantially greater volume in the winter than in the summer because of their 
great use for chapped skin and other similar discomforts due to winter weather. 
Perfumes, colognes, cosmetics and toilet articles generally are winter sellers with many 
special packings and gift sets made especially for the Christmas trade. Christmas 
items begin moving to the trade around October and shipments continue into the 
Christmas week. Due to certain trade practices, net results of Christmas business 
are not known until January. By far the greater portion of our business consists of 
items which have a greater volume during the winter months than during the summer. 
... In the intensified competition which came as a result of the depression of the 
1930’s a number of merchandising devices were employed which were new, at least 
to us. Various forms of deals, two for one sales, half-price sales, combination offers, 
and other stratagems were resorted to. These were designed to stimulate the sale 
of a particular product to the wholesaler, retailer and consumer for a short period of 
time, usually a few weeks. Sales of abnormally large volume during or preceding the 
sale period were thus created. This was followed by sales of abnormally low volume 
while the merchandise which had been forced on the market was being absorbed. 
These special promotions are launched at such times as the sales department deemed 
most advantageous and not always at the same time as in the previous year. So 
great is the effect on the sales curve that monthly comparisons with prior years 
become meaningless. Shipments of such merchandise by us always precede by a week 
or two the breaking date of the sale at retail. This is because distribution to the 
wholesalers and retailers throughout the country must be accomplished in time for all 
retailers to have the merchandise on the opening date of the sale. I have in mind a 
series of promotions of this kind which were scheduled to break at retail the beginning 
of January. All of this merchandise was shipped and billed by us in December. It 
was not, however, legitimate December business, it was January, February, and 
March business because these were the months when we would have sold that mer¬ 
chandise in the ordinary course. On a calendar year basis either one year’s profits 
would have been inflated by several hundred thousand dollars and the following year’s 
profit would have suffered accordingly or else deferred income reserves in some form 
would have been necessary. If these profits had been taken in the calendar year in 
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enlarged committee of the American Institute of Accountants on the 
natural business year and the increase in the number of state socie¬ 
ties of certified public accountants that now have committees on the 
subject. 

Inventory, —The taking of inventory at the end of a natural business 
year has the following four distinct advantages from an accounting and 
analysis point of view: 

1. As the normal activities of a business enterprise have substantially decreased, 
or in some cases have even temporarily ceased, the inventory may be taken with 
less interference to the productive operations of manufacturers and to the daily 
operations of wholesalers and retailers, than at any other time during the year. 

2. Stock of merchandise is greatly reduced and is moving slowly, if at all It 
may be counted with greater ease and in less time than at any other date. 

3. Members of the staff are relieved to some extent of the pressure of their 
normal duties and are available to assist in taking inventory. Expense of employ¬ 
ing additional assistants who are not so well acquainted with the stock, which is 
often necessary when inventory is taken at a busier season, is thus eliminated. 

4. The margin of error in the valuation of inventory is reduced with the quantity 
at the low point of the year. Accuracy of valuation is one of the fundamental 
advantages in taking inventory at the end of a natural business year. 

Annual Closing of Accounts and Preparation of Financial Statements ,— 
The low point of operations for the year is the most advantageous date 
for closing accounts for the preceding 12 months and for the preparation 
of financial statements for the following four reasons: 

1. Just as the inventory may be more conveniently taken at this time of the 
year, so may the books of account be closed most conveniently and with least 
interference with other activities. 

which the shipments were made, stockholders and the public would have been grossly 
deceived as to the true earning power of the business. If, on the other hand, reserves 
had been provided with respect to such earnings the difficulty of determining what 
portion of many operating expenses and overhead had been incurred with respect to 
these sales would have been considerable. In an annual statement such estimates 
are not desirable, and they are not necessary where the fiscal year ends at a time when 
such conditions do not exist. Another large factor entering into our decision was 
the importance of our advertising expenditures. We spend large sums of money on 
this item. These are planned on an annual basis but the greatest expenditures are 
made during the period of greatest consumer purchases, namely the fall, winter and 
spring. Obviously these are more properly charged to the year in which they belong 
when the year closes after the cycle has been completed and not right in the middle 
of it. In short, our business year comes to a more natural end in June than it does in 
December. At that time there is less room for errors of judgment or differences of 
opinion in all of the steps which have to be taken in determining the financial position 
and the earnings of the company for a twelve month period.’’— Problems of Financial 
Reporting under Wartime Conditions^ pp. 12-13, a pamphlet published by the New 
York State Society of Certified Public Accountants, 1942. 
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2. The resulting financial statements reflect the outcome of one complete cycle 
of operations. The results of policies and programs initiated at the beginning 
of a period are clearly shown by financial statements prepared as of the end of 
the natural business year. As of any other date, financial statements reflect the 
results partly of one season and partly of another. 

3. The items which make up financial statements may be more readily and 
accurately determined because the inventory may be taken with greater efli- 
ciency, and because receivables and liabilities are generally at a minimum. 

4. The actual worth of a business enterprise is more readily discernible when the 
concern is in its most liquid condition. At the end of a natural business year, 
financial statements invariably show the greatest normal liquidity attainable. 

Analysis on Natural Business Year Basis .—To analyze the results of a 
season of business operations, an analyst should be able to view the 
season as a unit, to begin with causes and follow through the sequence of 
events to the effects. If annual financial statements are prepared as of 
any date other than at the end of a natural business year, they include 
the results of the latter portion of one season and the beginning of a sub¬ 
sequent season. Under those conditions, it is difficult at times to obtain 
a clear picture of either period. Moreover, the recurring ability of a 
concern to liquidate to the seasonal low point at the close of its natural 
business year is a sound indication of whether the investment in receiv¬ 
ables and inventory at the peak was profitable or unprofitable. The 
orderly conversion of trading assets into cash is the conclusive test of 
asset soundness.® 

A flour milling concern with a statement date of May 31 would gen¬ 
erally have a minimum of inventory and few or only nominal liabilities. 
The same situation would apply to a rice milling business with a state¬ 
ment dated July 31. Concerns in these lines have highly seasonal 
operations. Financial statements drawn off at the low point show the 
ability or inability of the management to bring affairs into liquid shape 
after each season. In every case where possible, it is also expedient and 
desirable to ascertain the amounts and the dates for both maximum and 
minimum liabilities, as that information gives a supplementary picture 
of the extent of the swing of seasonal operations in each individual 
enterprise. 

Suggested Closing Dates 

The fiscal closing dates listed on page 210 have been recommended as a 
result of studies undertaken by Dun & Bradstreet, Inc., in cooperation 
with the Natural Business Year Council, and as the result of surveys con¬ 
ducted by the Council with the aid of trade associations and other 

* Gee, Edward F., The Evaluaiion of Receivablea and InverUorieSj p. 34 (Bankers 
Publishing Company, Cambridge, Mass., 1943). 
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Advertising agencies. 

Automobile accessories, manufacture... 

Automobile dealers.. 

Automobiles, manufacture. 

Beverages, carbonated, manufacture... 

Books, general, publishing. 

Books, text, publishing.. 

Breweries. 

Candy, manufacture... 

Canning, fruit and vegetable.. 

Cement, manufacture. 

Clay products, manufacture. 

Clothing, merits work, manufacture. 

Coats, fur, manufacture. 

Coats and suits, women’s, manufacture 

Cotton compresses. 

Cotton gins... 

Cotton merchants.. 

Cotton textiles, weavers. .; .., 

Cotton warehouses. 

Cottonseed oil, crude, producers. 

Cottonseed oil, refiners. 

Cotton oil products, manufacture. 

Dairies and produce companies.. 

Department stores.. 

Drugstores, retail. 


Dry goods, retail. 

Dry goods, wholesale. 

Farm equipment, manufacture... 

Fertilizer, manufacture. 

Flour, milling.•. 

Fur coats, manufacture.:. 

Furniture, manufacture. 

Groceries, wholesale. 

Hardware, retail... 

Hats, women’s trimmed, manufacture. 

Heating, piping, and air-conditioning contractors.. 
Hosiery, manufacture. 


Hotels, residential. 

Ice cream, manufacture. 

Jewelry, retail. 

Jewelry, wholesale. 

Jewelry, manufacture. 

Meat packing... 

Paint, varnish, and lacquer, manufacture 

Radio, home sets, manufacture.. 

Refrigerators, manufacture. 

Shoes, manufacture. 

Sugar, beet, manufacture. 

Sugar, cane, refiners. 


Dec. 31 

July 31 or Aug. 31 

Oct. 31 

Sept. 30 

Sept. 30 

Jan. 31 

June 30 

Dec. 31 or Oct. 31 
June 30 

Apr. 30 or Feb. 28 
Jan. 31 

Oct. 31 or Mar. 31 
Dec. 31 

Jan. 31 or Feb. 28 
Nov. 30 

Apr. 30 to July 31 
Apr. 30 to June 30 
June 30 or July 31 
Sept. 30 or Aug. 31 
June 30 or July 31 
June 30 or July 31 (In the extreme 
South, Apr. 30 or May 31) 
Same 
June 30 

Feb. 28 or March 31 
Jan. 31 

Jan. 31 (Stores with no soda 
fountains or novelty lines, 
possibly July 31) 

Jan. 31 

Dec. 31 or Nov. 30 
Oct. 31 
June 30 

Mar. 31 to June 30 
Jan. 31 or Feb. 28 
Dec. 31 or Nov. 30 
June 30 
Dec. 31 

May 31 or Nov. 30 
Dec. 31 

Jan. 31, (If selling to retailers'; 
Dec. 31, if selling to whole¬ 
salers and jobbers) 

June 30 or July 31 
Dec. 31 

Jan. 31 or Feb. 28 (For install¬ 
ment sales, Aug. 31) 

Feb. 28 
Mar. 31 
Oct. 3 ) 

Nov. 30 or Dec. 31 
Mar. 31 
July 31 

Nov. 30 or Oct. 31 
June 30 

Dec. 31 (For Louisiana com¬ 
panies, Mar. 81) 
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interested groups. These dates represent the low points of the seasons 
in the respective lines of business activity; receivables have been largely 
collected, inventories sold, and liabilities paid. . 

ILLUSTRATIONS OF RELATIONSHIPS 

The unfavorable relationship of excessive current liabilities to tan¬ 
gible net worth is illustrated in three different situations on the following 
pages. These examples are a manufacturer and retailer of men's cloth¬ 
ing, a wholesale dealer in liquors, and a builder of yachts and launches. 

Manufacturer and Retailer of Men’s Clothing 

Two young men, one twenty-eight years of age and the other thirty-one 
years of age, organized the Men's Clothing Company, Inc., 15 years ago, 
in New York with a paid-in capital of $16,500 to manufacture men's 
suits, topcoats, and overcoats. Both men had spent their entire business 
careers as employees in this field, one as a designer and the other as a 
salesman. Their new enterprise, however, did not begin operations in 
a particularly propitious manner. The concern earned a little profit or 
showed a little loss each year for the first 6 years of its existence. By 
that time the tangible net worth stood at $17,242. 

The management 5 years ago decided to discontinue sales to retail 
stores, to enlarge its quarters, and to sell on the premises direct to the 
consumer, in other words, to combine manufacturing and retailing 
operations, a trend which was becoming recognized as sound and profit¬ 
able in the clothing industry. The plan was successful and sales exceeded 
all expectations. The enterprise began to do better, net profits were 
largely retained in the business, and 3 years ago the tangible net worth 
showed a remarkable increase to $49,644. The comparative financial 
condition for the past 3 years is shown in Schedule 15. 

Each of the financial statements in the comparative figures is dated 
December 31. This date was in the middle of the season for a concern 
carrying on both manufacturing and retailing operations. The current 
debt would normally fall to a low point in June, which would be just 
prior to the receipt of substantial quantities of piece goods to be cut up 
for fall garments. The peak debt would be reached 4 months later in 
October, which would be the top of the autumn manufacturing season. 

Operations during year A were typical of these seasonal fluctuations 
with a minimum current debt, as shown in monthly trial balances, of 
$96,660 in June, and a maximum current debt of $225,000 in October. 
On the statement date for year A the current liabilities of $175,359 were 
on the way down. During year B, the minimum current debt amounted 
to $76,920, and during year C, to $59,170, both in June. 
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Not only were the current liabilities on each fiscal statement date 
considerably in excess of the respective tangible net worth, but even at 
the low point of the season for each of these 3 years, when liabilities 
normally should have been almost completely liquidated, the debt was 
greater than the tangible net worth. At all times during these 3 years. 


[Schedule 16] Men's Clothing Company, Inc. 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

u) 

One Year 
Ago 

Assets 

Cash. 

. ... $ 6,618 
. ... 13,862 

$ 8,246 

$ 13,807 

Layaways. 

20,079 

13,514 

Inventory. 

.... 86,928 

120,952 

183,311 

Current Assets . 

. ... $107,408 

$149,277 

$210,632 

Fixed Assets, Net. 

4,790 

6,593 

6,270 

Miscellaneous Receivables. 

10,116 

7,739 

22,872 

Deferred Charges. 

100 

100 

5,591 

Total. 

. ... $122,414 

$163,709 

$245,365 

Liabilities 

Notes Payable to Bank. 

. . $ 5,261 

$. 

$ 5,771 

Notes Payable for Merchandise.... 


4,602 

3,280 

Accounts Payable. 

... 47,181 

68,688 

132,087 

Accruals. 

3,694 

3,856 

875 

Reserve for Taxes. 

6,117 

7,402 

14,914 

Due to Contractors. 

10,517 

19,456 

18,432 

Current Liabilities . 

... $ 72,770 

$104,004 

$175,359 

5% Cumulative Preferred Stock. . . 

... 20,000 

20,000 

20,000 

Common Stock. 

... 26,100 

26,100 

26,100 

Earned Surplus. 

3,544 

13,605 

23,906 

Total. 

... $122,414 

$163,709 

$245,365 

Net Working Cayital . 

... $ 34,638 

$ 45,273 

$ 35,273 

Current Ratio . 

1.47 

1.43 

1.20 

Tangible Net Worth . 

... $ 49,644 

$ 59,705 

$ 70,006 

Net Sales. 

... $650,568 

$762,482 

$798,523 

Net Profit. 

169 

10,061 

10,301 

Dividends. 

None 

None 

None 


the creditors in the aggregate actually had more funds at stake in this 
enterprise than the two owners of the entire outstanding stock of the 
corporation. The following schedule shows not only how heavy the 
current liabilities had been on each statement date for these 3 years, but 
how the proportion had been going up, not down. 
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Year C 

Current Liabilities. $72,770 

Tangible Net Worth.. 49,644 

Ratio of Current Liabilities to Tangible 
Net Worth. 146.6% 


Year B 
$104,004 
59,705 

174.2% 


Year A 
$175,369 
70,006 

260.5% 


Minimum Current Debt. $59,170 

Ratio of Minimum Current Debt to 
Tangible Net Worth. 119.1% 


$ 76,920 $ 96,660 

128,8% 138.0% 


Between year C and year A, the current liabilities on the statement 
date expanded from $72,770 to $175,359, or 131 per cent. At the same 
time, the tangible net worth increased from $49,644 to $70,006, or 40 
per cent. This disproportionate and steady increase in the current 
liabilities on the respective balance sheets is readily seen in the direct 
relationship between the two items, the ratio of the current liabilities to 
tangible net worth heading skyward from 146.5 per cent to 174.2 per cent 
between year C and year J5, and then to 250.5 per cent in year A. This 
last ratio is in the stratosphere. 

Further substantiation of the fact that the current liabilities were 
heavy is found in the increasing figure of minimum debt for each of these 
three years. This figure expanded from $59,170 in year C to $76,920 in 
year B, and then to $96,660 in year A, The relationship between these 
debt figures and the tangible net worth likewise was augmenting. This 
ratio rose from 119.1 per cent, to 128.8 per cent, to 138.0 per cent. 
Although operations had been extremely profitalfie over these years, the 
financial condition had been getting more and more out of line. Any 
appreciable increase in these liabilities could very easily cause financial 
jitters for the management. 

Condensed Analysis ,—The comparative figures in Schedule 15 dis¬ 
close the typical condition of a concern which is overtrading, that is, 
handling a volume of business that is large in relation to its net working 
capital and its tangible net worth. This situation had become more and 
more aggravated on each of the three fiscal dates, and in year A was 
noticeably way out of line. Such a condition, as explained in Chap. XV, 
results in heavy current liabilities, which become a critical burden 
in a period of suddenly falling prices or in a period of difficult collections. 
There is no room for turning around. There is no reserve in the balance 
sheet and any slight disturbance to the income makes it impossible to 
meet oblifrntions on schedule. In this particular case, the financial condi¬ 
tion iv. i.A J hy a heavy inventory, excessive current liabilities, 

and a substantial, uncalled-for item of miscellaneous receivables. 

Three steps could be taken to remedy this situation, all of which 
would center around a reduction in the current liabilities. First, the 
miscellaneous receivables of $22,872 could be collected. This step would 
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provide cash to reduce the current liabilities a corresponding amount. If 
carried out in year A, the net working capital would have been $58,145 
instead of $35,273. Second, the net sales could be reduced approxi¬ 
mately 65 per cent or brought down to the neighborhood of $275,000. 
Many managements have the predominant idea that large sales are the 
objective of the business enterprise. Not sales, but net profit is the* 
real objective. For year A, net profits amounted to only $10,301, or 1.29 
per cent on sales. The sales could be reduced by raising prices; undoubt¬ 
edly equal dollar profits would be earned by raising the percentage of net 
profit on net sales. Net sales of $275,000 would give approximately 
four times turnover of tangible net worth and five times turnover of the 
enlarged net working capital of $58,145, fairly rapid but satisfactory 
turnover relationships. Third, if the annual volume was reduced 65 
per cent, the inventory could be reduced to around $55,000. The dif¬ 
ference between the inventory of $183,311 at the end of year A and 
$55,000 would then be applied to reduce the current liabilities, and the 
balance sheet as a whole would reflect quite a normal financial condition. 

If by any chance the miscellaneous receivables, or any reasonable 
part of it could not be collected, then the figures suggested in the pre¬ 
ceding paragraph would need to be adjusted accordingly. 

Wholesaler of Liquor 

Shortly after the repeal of the eighteenth amendment to the Federal 
Constitution, the Wholesale Fruit & Produce Company, Inc., Phila¬ 
delphia, organized a department to distribute wines and liquors. The 
department expanded rapidly and profitably. This department was 
separately incorporated 6 years ago as the Liquor Wholesale Corporation. 
The outstanding preferred stock was retained by the Wholesale Fruit & 
Produce Company, Inc., while the common stock was distributed as a 
stock dividend to the common stockholders of that corporation. Oper¬ 
ations were continued on a very profitable basis until 3 years ago when 
an earned surplus of $56,446 had been accumulated. Since that time, 
net profits have been neither as large nor as steady because of increased 
competition. Net profits for year C amounted to $1,424, for year B to 
$18,800, while for year A a loss of $6,326 was assumed. The compara¬ 
tive figures for the past 3 years are exhibited in Schedule 16. 

The outstanding characteristic of these comparative figures is the 
consistently heavy current liabilities. In this case the liabilities did not 
go up steadily with an ever more disproportionate relationship as took 
place with the Men^s Clothing Company, Inc. In fact they dipped 
from $610,326 to $597,754 between year C and year B, and then reacted 
upward to $613,412 in year A, 
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Wholesale enterprises generally have a somewhat smaller seasonal 
fluctuation in liabilities than do manufacturers. Wholesalers of liquor 
invariably have their heaviest debt in December, when many retail stores 
are owing for holiday purchases; their minimum liabilities occur in June 
or July as a result of the summer liquidation of inventory. With these 


Liquor Wholesale Corporation [Schedule 16] 

Comparative Figures for Years Ended February 28, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 








$ 

23,200 

$ 

35,089 

$ 

37,936 

Notes Receivable. 


43,861 


56,656 


36,182 

Accounts Receivable. 


317,651 


371,560 


283,163 

Inventory. 


421,020 


338,350 


454,605 

Current Assets . 

$ 

805,732 

$ 

801,655 

$ 

811,886 

Furniture & Fixtures. 


13,390 


15,716 


16,685 

C/ash Value of Life Insurance.... 




240 


250 

Due from Officers and Employees 


3,714 


3,157 


2,048 

Deferred Charges. 


14,006 


17,052 


13,533 

Total. 

L 

836,842 

L 

837,820 

L 

844,402 

Liabilities 







Notes Payable to Bank. 

$ 

99,281 

$ 

31,190 

$ 

23,282 

Other Loans Payable, Secured... 


175,758 


160,164 


51,441 

Trade Acceptances. 


29,083 


41,416 


4,613 

Accounts Payable. 


233,296 


271,346 


438,244 

Accruals and Taxes. 


72,908 


93,638 


95,832 

Current Liabilities . 

$■ 

610,326 

V 

597,754 

$" 

613,412 

5% Cumulative Preferred Stock. 


75,000 


75,000 


77,500 

Common Stock. 


95,070 


95,070 


95,070 

Earned Surplus. 


56,446 


69,996 


58,420 

Total. 

L 

836,842 

L 

837,820 

L 

844,402 

Net Working Capital . 

$ 

195,406 

$ 

203,900 

$ 

198,474 

Current Ratio . 


1.32 


1.34 


1.32 

Tangible Net Worth . 

$ 

226,516 

$ 

240,066 

$ 

230,990 

Net Sales. 

$2,962,554 

$3,261,522 

$3,555,915 

Net Profit. 


1,424 


18,800 


(L)e,SS6 

Dividends. 


5,250 


5,250 


5,250 


seasonal operations in mind, it is evident that the ratio between the 
current liabilities and the tangible net worth of the Liquor Wholesale 
Corporation was heavy for each of the 3 years. 

In year (7, the ratio of the current liabilities to tangible net worth was 
269.4 per cent. In the following year, the current liabilities dropped 
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$12,572 and the tangible net worth swelled $13,550, causing a moderate 
drop in this ratio to 248.9 per cent. In year A, the current liabilities 
increased from $597,754 to $613,412 and the tangible net worth decreased 
from $240,066 to $230,990, moving the ratio upward to 265.5 per cent. 


Year C 

Current Liabilities. $610,326 

Tangible Net Worth. 226,616 

Ratio of Current Liabilities to Tangible 

Net Worth. 269.4% 


Year B Year A 

$597,754 $613,412 

240,066 230,990 


248.9% 265.5% 


This is another case of overtrading, that is, the annual volume of business 
was very substantial for the net working capital. Consistently heavy 
liabilities were the result, with creditors providing more than twice as 
much funds to operate the business from day to day as was actually 
invested in the enterprise. 

The fact that the current debt was obviously heavy was verified by 
the nature of three of the five items that comprised the current liabilities 
in the comparative figures shown in Schedule 16, (1) Notes Payable to 
Banky (2) Other Loans Payable^ Secured^ and (3) Trade Acceptances, The 
notes payable were in odd rather than in round numbers, which is 
unusual for bank borrowings. Odd numbers would indicate that the 
borrowings in year B and in year A, and at least part of the borrowings in 
year C, were represented by discounted customers^ notes receivable, and 
were not customary borrowings on the straight note of the corporation, a 
fact that implies some modest lack of confidence on the part of the lending 
bank. On investigation, this inference was completely verified. Sec¬ 
ondly, the existence of such an item as Other Loans Payable, Secured 
would indicate that the concern had been finding it necessary for at 
least 3 years to borrow funds to help pay overhead and some trade 
obligations by pledging certain of its assets. On investigation, it was 
learned that some accounts receivable (chosen by the lender and so 
presumably the best) were assigned to a finance company with a margin 
in favor of the lender of 333^^ per cent for the loan. Third was the item 
of Trade Acceptances, which are generally given to obtain more time to 
pay an obligation. Trade acceptances are used more extensively in the 
liquor trade than in any other division of commerce, but they are never 
given by a concern that is in an easy financial position and rarely by any 
except those in a somewhat strained financial condition. 

Condensed Analysis, —The answer to this problem is similar to the 
analysis of the figures of Men’s Clothing Company, Inc. An excessive 
volume of business was being handled. The annual sales should be 
reduced from approximately $3,500,000 to $2,500,000 as an outside 
limit, and the lines of merchandise with the smallest markup eliminated. 
Such a reduction would allow a decrease of $125,000 in the inventory and 
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approximately $100,000 in the receivables. This $226,000 reduction in 
the current assets would provide the funds to reduce the current liabilities 
to $488,000 on the statement date, and to a somewhat larger figure at tjie 
peak in December. Current liabilities of $488,000 would still be quite 
heavy, but in view of the ready marketability of the inventory, concerns 
in this line have been able to incur heavier liabilities than most other 
lines of wholesaling. At the same time the profit and loss figures would 
need to be studied. The loss in year A would indicate that the business 
was being handled on an insufficient markup in order to gain volume at 
competitively low prices, or that certain items of expense had been 
excessive. The suggested reduction in volume would simultaneously 
call for this examination. 

Builder of Yachts and Launches 

The Shipbuilding Corporation, located in Seattle, was incorporated in 
1896 by Fred S. Adams to build small pleasure sailboats. From its 
very inception, the control of the corporation has remained in the hands 
of the Adams family, the enterprise today being actively managed by a 
grandson of the founder. 

From a very modest beginning, the business was built up out of 
retained earnings to a tangible net worth of $990,000 and annual sales 
of $1,600,000 at the peak of ^‘good times in the heyday of the Coolidge 
prosperity. Activity spread to the construction of larger and larger 
boats, contracts being accepted to construct diesel-propelled private 
ocean-going yachts which cost up to $265,000. After the economic 
collapse of the Hoover era, less and less business materialized, the annual 
volume dropping in one disastrous year to $283,000, with consequent 
heavy losses reflected in successive profit and loss statements. By the 
end of year C the tangible net worth had dropped to $541,388 and by 
year A, to $353,484. Comparative figures for the past 3 years disclose 
the unique financial conditions shown in Schedule 17. 

The figures for year C reflect a satisfactory financial condition 
although the tangible net worth at $541,388 was materially below the 
peak figure of $990,000 before the days of the economic cyclone. A net 
profit of $15,328 was earned for this year. 

During the latter part of year B, contracts were obtained from the 
United States Navy to construct five harbor tugboats. Now the finan¬ 
cial condition began to head downward. A loss of $50,798 was assumed 
on operations for this year. During year A, three of the tugboats were 
completed and delivered. They failed to come up to specifications, 
and change after change had to be made, involving very substantial 
additional expenditures. The tugboats had been constructed with 
steel hulls whereas the experience of the management had been largely 
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with wooden hulls. The three tugs were finally accepted by the Navy 
Department, but operations on the increased volume showed a heavy 
loss of $137,106, increasing the deficit in the surplus accoimt during the 
year from $34,409 to $171,515 and turning a net working capital of 


[Schedule 17] Shipbuilding Corporation 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(fi) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

... $ 91,301 

$ 89,474 

$ 49,609 

Accounts lleceivable. 

... 36,995 

28,169 

44,366 

Inventory. 

Govt. Contracts in Process. 

... 245,059 

185,325 

158,016 

184,031 

Current Assets . 

... $373,355 

$302,968 

$436,022 

Real Estate. 

.. . 190,872 

190,872 

192,563 

Plant, Net after Depreciation. 

... 92,684 

90,342 

100,572 

Machinery and Equipment, Net. .. 

... 47,043 

42,435 

4,178 

5,029 

60,332 

Miscellaneous Receivables. 

2,590 


Prepaid Expenses. 

7^486 

5,593 

Patents. 

1 

1 

1 

Total. 

... $714,031 

$635,825 

$795,0^ 

Liabilities 

Notes Payable to Bank. 

... $100,000 

$100,000 

$300,000 

Customers^ Deposits. 

52,768 

28,035 

9,598 

Accounts Payable. 

... 12;761 

112,316 

Accruals. 

7,113 

3,029 

19,275 

Reserve for Taxes. 


4,572 

10,007 

Current Liabilities . 

... $172,642 

$145,234 

$441,598 

Common Stock. 

... 525,000 

525,000 

(0)34,409 

525,000 

Surplus. 

16,389 

(0)171,615 

Total. 

... $714,031 

$635,825 

j[795,083 

Net Working Capital . 

... $200,713 

$157,734 

%(0)6,676 

Current Ratio . 

2.16 

2.08 

0.98 

Tangible Net Worth . 

... $541,388 

$490,590 

$353,484 

Net Sales. 

... $426,364 

$663,715 

$722,918 

Net Profit. 

... 15,328 

(L)60,798 

(L)137,106 

Dividends. 

None 

None 

None 


$157,734 into a deficit of $5,576. In this process, the current liabilities, 
which had been quite modest in comparison to the tangible net worth in 
year C and in year B, became very heavy, as the following comparison 
clearly shows: 
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YearC 

Current Liabilities. $172,642 

Tangible Net Worth. 641,388 

Ratio of Current Liabilities to Tangible 
Net Worth. 31.9% 


Year B 
$145,234 
490,590 


29.5% 


Year A 
$441,598 
353,484 


124.9% 


Between years C and JB, the current liabilities were reduced from $172,- 
642 to $145,234. Simultaneously, the tangible net worth dropped mod¬ 
erately from $541,388 to $490,590, bringing about a reduction in the 
ratio of the current liabilities to the tangible net worth from 31.9 per 
cent to 29.5 per cent. A spectacular change now took place between 
year B and year A. As a result of the net loss of $137,106, the tangible 
net worth dropped from $490,590 to $353,484 and the current liabilities 
rose like an interceptor airplane from $145,234 to $441,598. The ratio 
of the current debt to tangible net worth became 124.9 per cent. Another 
year like year A would virtually bankrupt this enterprise. 

Condensed Analysis .—For many years up to and through year C, 
the fundamental problem of this corporation had been to obtain an 
adequate volume of business. Additional sales were obtained in year 
B and in year A, but losses were assumed instead of profits earned, merely 
because the management had not been suflSciently trained or skilled to 
handle the new type of business that it had secured. If its products fail 
to meet contract specifications in the year or two following year A, or 
if its manufacturing expenses and overhead are too high, losses will 
continue, the disparity between current liabilities and tangible net worth 
will increase, and the final curtain will be rung down on this venture. 
On the other hand, if the management has learned from its recent experi¬ 
ences how to handle the production of new types of boats more efficiently, 
if profits are earned and retained in the business, the situation may be 
gradually but slowly improved. A long difficult row is ahead. 

TYPICAL RATIOS OF CURRENT LIABILITIES TO TANGIBLE NET WORTH 

Thousands of business enterprises become financially embarrassed 
each year because of the receipt of too liberal extension of credit. For 
many years, students of business failures classified a large percentage of 
these annual difficulties as being due to ‘Aack of capital.^' It is probable 
that a more careful study of these situations would have developed a 
modified classification of the ‘‘unsound or inexperienced use of capital” 
rather than “lack of capital.”® Concerns that need the excessive use 
of too .liberal credit are generally those which overtrade, that is, handle 
a volume of business that is too large in relation to the net working capital. 
The managements of such enterprises seize upon every source of avail- 

® For a somewhat more detailed critique of current studies of the causes of business 
failures see Chap. XII, Practical Bank Credit, by Roy A. Foulke and Herbert V, 
Prochnow, pp. 563-586 (Prentice-HMl, Inc., New York, 1939). 
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[Schedule 18] Ratios of Current Liabilities to Tangible Net Worth 


Percentage 


Lines of Business Activity 


Median 



Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Manufacturers 

Airplane Parts and Accessories. 

176.4 

123.5 

76.2 

47.5 

49.9 

94.7 

Automobile Parts and Accessories. 

70.9 

50.5 

53.6 

45.2 

52.7 

54.6 

Bakers. 

38.3 

35.3 

40.9 

32.6 

30.5 

35.5 

Bedsprings and Mattresses. 

24.1 

21.7 

23.3 

37.5 

36.4 

28.6 

Breweries. 

34.5 

49.2 

40.8 

33.9 

33.1 

38.3 

Chemicals, Industrial. 

35.3 

38.8 

36.6 

29.0 

33.0 

34.5 

Cigars. 

34.7 

43.8 

55.9 

65.4 

51.5 

50.3 

Clothing, Children’s Dresses and Wash 
Suits. 

57.5 

56.3 

67.1 

49.0 

63.3 

58.6 

Clothing, Men’s and Boys’. 

39.0 

41.3 

30.9 

48.1 

46.8 

41.2 

Coats and Suits, Women’s. 

64.5 

52.9 

57.9 

49.3 

70.2 

59.0 

Confectionery. 

1 45.2 

33.1 

36.1 

29.8 

35.0 

35.8 

Contractors, Building and Construcdioi 

28.5 

38.3 

34.1 

59.0 

65.6 

43.1 

Cotton Cloth Mills. 

35.0 

36.3 

39.1 

38.5 

38.4 

37.5 

Cotton Goods, Converters. 

35.3 

35.6 

25.6 

37.0 

34.5 

33.6 

Curtains, Draperies, and Bedspreads. .. 

31.1 

18.2 

16.2 

34.6 

38.2 

27.6 

Dresses, Rayon, Silk, and Acetate. 

74.6 

76.1 

57.3 

58.4 

35.5 

60.4 

Drugs. 

37.7 

44.0 

42.4 

26.5 

21.7 

34.5 

Electrical Parts and Supplies. 

63.8 

44.5 

43.3 

40.6 

36.0 

45.6 

Foundries. 

58.4 

46.4 

28.3 

28.8 

29.7 

38.3 

Fruits and Vegetables, Canners. 

50.2 

56.0 

45.3 

71.5 

80.3 

60.7 

Fur Garments. 

48.2 

51.3 

38.0 

56.2 

58.4 

50.4 

Furniture. 

24.8 

23.3 

22.3 

30.3 

35.0 

27.1 

Hardware and Tools. 

58.6 

47.4 

35.5 

31.9 

25.4 

39.8 

Hosiery. 

30.6 

33.0 

! 22.4 

27.9 

26.3 

28.0 

Leather Garments. 

54.6 

37.1 

19.8 

32.7 

24.9 

33.8 

Luggage, Leather. 

36.1 

25.6 

26.7 

23.3 

28.4 

28.0 

Machinery, Industrial. 

62.1 

47.7 

37.8 

35.7 

41.0 

44.9 

Meats and Provisions, Packers. 

51.2 

31.6 

34.6 

34.4 

43.3 

39.0 

Metal Stampings. 

49.1 

61.1 

28.2 

33.4 

30.2 

40.4 

Outerwear, Knitted. 

42.0 

48.0 

37.5 

49.8 

33.7 

1 42.2 

Overalls and Work Clothing. 

35.7 

30.9 

26.6 

37.0 

36.0 

1 33.2 

Paints, Varnishes, and Lacquers. 

27.2 

25.7 

21.3 

36.9 

34.3 

29.1 

Paper. 

20.9 

25.5 

21.2 

23.1 

32.4 

24.6 

Paper Boxes. 

27.6 

27.9 

26.6 

30.7 

35.2 

29.6 

Petroleum, Integrated Operators. 

31.7 

33.8 

21.5 

20.5 

25.5 

26.6 

Printers, Job. 

30.1 

32.7 

28.7 

31.4 

38.5 

32.3 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

34.2 

26.6 

45.5 

46.6 

38.9 

38.4 

Shirts, Underwear, and Pajamas, Men’s 

37.5 

42.1 

32.8 

58.7 

42.9 

42.8 

Shoes, Women’s and Children’s. 

55.5 

43.0 

45.0 

54.0 

50.5 

49.6 

Soft Drinks and Carbonated Water, 
Bottlers. 

26.0 

29.3 

18.4 

17.3 

14.0 ! 

21.0 

Steel, Stnictural Fabricators (Sell on 
Short Terms). 

40.3 

34.2 

32.6 

26.5 

48.4 

36.4 

Stoves, Ranges and Ovens. 

37.1 

23.6 

24.8 

21.4 

30.2 

27.4 











































CURRENT LIABILITIES TO TANGIBLE NET WORTH 


221 


Ratios of Cubeent Liabilities to Tangible Net Worth. — {ConJtinued) 

[Schedule 18.— {Pont.)] 


Percentage 


Lines of Business Activity 

1 


Median 


Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Wholesalers 







Automobile Parts and Accessories. 

35.4 

34.2 

41.4 

57.1 

48.0 

43.2 

Butter, Eggs, and Cheese. 

56.3 

39.6 

55.4 

49.9 

57.6 

51.8 

Cigars, Cigarettes, and Tobacco. 

77.7 

40.1 

42.8 

51.9 

58.0 

54.1 

Drugs and Drug Sundries. 

51.3 

41.3 

32.7 

51.5 

49.2 

45.2 

Dry Goods. 

28.8 

18.8 

13.7 

23.3 

30.4 

23.0 

Electrical Parts and Supplies. 

26.5 

35.9 

47.0 

71.6 

71.0 

50.4 

Fruits and Produce, Fresh. 

49.3 

47.8 

18.4 

28.3 

32.5 

35.3 

Furnishings, Men^s. 

12.6 

14.0 

12.4 

23.4 

23.5 

17.2 

Gasoline and Lubricating Oil. 

32.5 

25.0 

24.1 

29.7 

48.8 

32.0 

Groceries. 

31.3 

29.9 

33.4 

56.1 

51.3 

40.4 

Hardware. 

28.3 

20.3 

20.4 

36.3 

38.4 

: 28.7 

Hosiery and Underwear. 

24.7 

14.9 

10.0 

18.2 

23.2 

18.2 

Lumber. 

24.4 

18.6 

19.4 

23.8 

38.0 

24.8 

Meat and Poultry. 

32.3 

38.4 

22.2 

41.0 

21.3 

31.0 

Outerwear, Knitted. 

42.8 

17.6 

15.5 

22.7 

19.2 

23.6 

Paints, Varnishes, and Lacquers. 

Paper. 

23.2 

22.4 

19.8 

42.3 

38.4 

29.2 

39.9 

38.4 

30.0 

42.1 

49.8 

40.0 

Plumbing and Heating Supplicjs. 

Shoes, Men^s and Women’s. 

23.3 

23.1 

28.8 

43.1 

54.3' 

34.5 

26.3 

23.7 

16.9 

34.3 

35.3 

27.3 

Wines and Liquors. 

82.6 

66.2 

65.1 

76.6 

70.7 

72.2 

Women’s Wear, Croats, Suits, and 







Dresses. 

52.6 

54.2 

38.3 

37.8 

32.1 

43.0 

Retailers 







Clothing, Men’s and Boys’. 

30.2 

27.2 

23.9 

24.8 

32.3 

27.7 

Department Stores. 

38.6 

42.9 

30.1 

33.5 

32.2 

36.7 

Furniture. 

22.2 

16.0 

13.2 

20.8 

29.6 

20.4 

Furniture, Installment. 

15.2 

15.3 

16.2 

28.5 

26.1 

20.3 

Lumber. 

15.0 

13.8 

16.9 

16.0 1 

30.2 

18.4 

Shoes, Men’s and Women’s. 

41.1 

32.6 

33.0 

43.2 

40.7 

38.1 

Women’s Specialty Shops. 

54.3 

56.5 

^7.6 

-11.2 

42.1 

48.3 


able credit; the more pressing the need for more credit, the more vital 
seems to be the so-called ‘‘lack of (capital.” From an analyst's point 
of view, this excessive use of credit becomes nothing more than heavy 
liabilities, generally current liabilities. The measure of that use is the 
relationship between (1) the current assets and the current liabilities, 
(2) the current liabilities and the tangible net worth, and (3) the minimum 
current liabilities during the year, as shown from monthly trial balance 
figures, and the tangible net worth. 

The figure of minimum current liabilities needed for this third com¬ 
parison is never readily available, as it appears in no financial statement 
normally issued to those outside the management of a business enter- 
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prise. However, it is a figure that is often extremely helpful in analysis 
which is now being requested on the financial statement blanks of an 
increasing number of financial institutions, mercantile creditors, and 
mercantile agencies. The figure never appears in annual corporate 
reports to stockholders. It can generally be obtained in a direct personal 
interview with a member of the management staff. However, as more 
and more business enterprises use the natural business year for fiscal pur¬ 
poses, this figure in an increasing number of situations will be the current 
liabilities that appear on the statement date. 

Typical ratios of current liabilities to tangible net worth for 42 lines 
of manufacturing activity, 21 lines of wholesaling, and 7 lines of retailing 
appear in Schedule 18. These ratios are given for 70 lines of commercial 
and industrial activity for each year from 1943 through 1947 based upon 
operations for the respective years, and then as a final ratio representing 
an average for the 5-year period. 

The variations are broad in the typical (median) ratios of current 
liabilities to tangible net worth, between different lines of industry and 
commerce. Wholesalers of men’s furnishings had the lowest 5-year 
average with 17.2 per cent, followed by w^holesalers of hosiery and 
underwear with 18.2 per cent, and retailers of lumber with 18.4 per cent. 
At the other extreme, two different divisions of business ac^tivity show 
5-year average ratios of current liabilities to tangible net worth in excess 
of 70 per cent, namely, manufacturers of airplane parts and acjccssories 
with 94.7 per cent, (the effect of w^artime operations in 1943 and 1944), 
and wholesalers of wines and liquors wuth 72.2 per cent. In 12 instances 
out of the 70 lines of industry and commerce included in this table— 
8 lines of manufacturing, 4 of wholesaling, but none of retailing—the 
5-year averages of this ratio exceed 50 per cent; in other words, the 
current liabilities are greater than one-half the tangible net worth. 
The highest. 5-year average ratio of current liabilities to tangible net 
worth among the 7 retail trades is shown by women’s specialty shops 
with 48.3 per cent. 

Maxim 

The commercial or industrial business enterprise that has heavy current 
liabilities needs considered attention. The time always comes when a 
liability must be paid. Experience in the analysis of many thousands 
of balance sheets in all lines of business activity in good times and in 
poor has indicated that when a commercial or industrial concern has 
a tangible net worth between $50,000 and $250,000, its operations should 
be carefully analyzed if the current liabilities exceed two-thirds the 
tangible net worth; if the tangible net worth is greater than $250,000 
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its affairs should be studied closely if the liabilities exceed three-quarters 
of the tangible net worth. 

THEORY AND PROBLEMS 

1. Discuss the evolution of and the theory behind the ratio of current liabilities to 
tangible net worth. 

2. Define the term natural business year, and explain how you would determine it for 
(a) a retailer, (6) a wholesaler, (c) a manufacturer. 

3. Describe the natural business year of (o) a manufacturer of fur coats, (6) a depart¬ 
ment store, and (c) a manufacturer of furniture. 

4. State at least three advantages (a) in taking inventory and (b) in closing accounts 
and preparing financial statements on a natural business year basis. 

6 . The following schedule gives the comparative figures of the Chain Retail Grocery 
Corporation over a 3-year period. From these figures compute for each year (a) the 


Cha-IN" Retail Grocery Corporation 
Comparative Figure for Years Ended December 31, 19— 



(c) 

{B) 


(^) 


Three Years 

Two Years 

One Year 


Ago 

Ago 


Ago 

Assets 





Cash. 

. $ 51,439 

$ 100,974 

$ 

76,109 

Accounts Receivable. 

17,090 

24,726 


19,292 

Merchandise. 

283,796 

209,726 


215,096 

Current Assets . 

. $ 352,325 

$ 335,426 

$ 

310,497 

Fixed Assets, Net. 

119,459 

97,094 


82,379 

Miscellaneous Recciva])les. 

577 




Prepaid and Deferred. 

31,369 

28,816 


27,013 

Organization Expense. 

24,874 

24,874 


24,874 

Total. 

$ 

$ 486,210 

1 

444,763 

Liabilities 





Bills Pavable to Bank. 

. $. 

$ 16,400 

1 

5,600 

Trade Acceptances. 

8,804 




Accounts Payable. 

327,837 

311,827 


293,174 

Accruals. 

5,189 

1,866 


8,110 

Reserves for Taxes 

20,845 

18,666 



Other Liabilities. 

3,392 


5,832 

Current Liabilities . 

. $ 366,067 

$ 348,759 

IT 

312,716 

Minority Interest. 

16,437 

13,728 


13,195 

$3.50 (Simulative Pref. Stock.. 

5,800 

5,800 


5,800 

Common Stock, No Par. 

973,841 

973,841 


973,841 

Deficit. 

833,6U 

856,918 


860,789 

Total. 

• $ 528,604 

$486,210 

L 

444,763 

Net Sales. 

. $2,621,920 

$3,075,361 

$3,027,380 

Net Profits. 

3,781 

{L)22,377 


(.1)4,871 

Dividends. 

None 

None 


None 
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net working capital, (b) the cur ent ratio, (c) the tangible net worth, and (d) the ratio 
of current liabilities to tangible net worth. Assume you are a mercantile creditor; 
interpret briefly the variations in the ratio of current liabilities to tangible net worth, 

6, The treasurer of the ('ylindor Gas Corporation called on his banker to negotiate 
for a 6 months’ loan of $500,000. Among the papers that the treasurer turned over 
to the banker after their discussion was the following balance sheet as of Dec. 31, 
19—. The banker posted these figures accurately on a comparative balance sheet 


Cylinder Gas Corporation 
Balance Sheet, December 31, 19— 
Assets 

Cash in banks and on hand. 

Notes receivable. 

Accounts receivable, less allowances aggregating $181,143 

Trade debtors. 

Miscellaneous. 

Installment accounts rec(uva,bl(‘, less unearned income, 
financing charges, insurance^, etc., aggregating $1,507,801. 
Inventories at cost (not in excess of market) 

Parts. 

Materials and suj)pli{^s. 

Work in process and iinislied products. 

Other apparatus. 

Total CXirrent Ass(‘ts. 


Plant and equipment Costs 

Land and building. $ 63,489 

Machinery and equipment. 168,434 

Automobiles. 54,241 

Furniture and fixtures. 32,007 

$~3187m 

Equipment leased to customers. 1,880,629 

$2,198,800 


Sundry prepayments and deferred charges. 

Patents at cost in cash or in capital sto(iks of corporation. . 
Less: Provision for amortization based upon life of patents. 

Liabilities 

Accounts payable, including sundry accruals. 

Provision for Unit (id States income taxes. 

Total Current Inabilities. 

Deferred income, representing advance rental charges for 
equipment leased to customers, hiss provision of $227,000 

for estimated Federal taxes applicable thereto. 

Capital 

Capital stock 

Common of no par value; authorized, issued, and out¬ 
standing 478,518 shares. 

Earned surplus, as annexed. 

Less: Cost of 3,300 shares of the corporation’s common 
stock held by subsidiary companies. 


$ 882,663 
6,857 

$ 215,946 

51,154 267,100 

702,609 

$ 250,451 
54,197 
59,938 

4,925 369,511 

$2,228,740 

Allowances 

for 

Depreciation 

$ 53,979 

135,196 
22,732 
13,088 

$ 224,995 
796,032 

$1,021 ,027 1,177,773 

.™ " 10,645 

$2,856,553 

2,365,396 491,157 

$3,908,315 

$ 358,473 

_446,560 

$ 805,033 

133,391 


$ 853,755 
2, 210,989 
$3,064,744 

94,853 2,969,891 
$3,908,315 
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form and then computed (a) the net working capital, (b) the current ratio, (c) the 
tangible net worth, and (d) the ratio of current liabilities to tangible net worth. 
Assume you are the banker; post the figures, make these four computations, and then 
from the ratio of current liabilities to tangible net worth that you obtain explain 
whether you would be disposed initially toward granting the loan or not, with your 
reasons. 

7. In your own words, give the general ratio to keep in mind when studying the 
relationship between the current liabilities and tangible net worth of a commercial 
or industrial business enterprise. » 



CHAPTER VIII 


TOTAL LIABILITIES TO TANGIBLE NET WORTH 

For the vast majority of commercial and industrial business enter¬ 
prises, the figures of current liabilities and total liabilities are one and 
the same, absolutely identical. Only when a mortage, an issue of bonds, 
debentures, serial notes, or other obligations with a maturity of more than 
1 year from the statement date appear in a balance sheet is there a differ¬ 
ence between the current and the total liabilities. Small business enter¬ 
prises occasionally have a mortgage outstanding, but rarely any other 
form of deferred liabilities. Railroads and public utilities have extensive 
and often complicated issues of deferred liabilities outstanding. Some 
large commercial and industrial corporations also owe substantial 
funded obligations, the amount of these obligations depending upon 
the views of the financial management of the corporation and the con¬ 
ditions under which the financing arrangements were determined. 

EVOLUTION OF LONG-TERM OBLIGATIONS 

During the eighteenth century, it had become quite customary for 
the colonial importer-wholesalers located in the Atlantic seacoast cities 
and towns to extend credit in the sale of merchandise to their retail 
customers, shopkeepers, storekeepers, and country general stores on 
terms of approximately 12 months. Similar terms were granted by 
English merchants in their extensive trade with colonial importers. 
Colonial correspondence, as preserved in the letter books of these early 
merchants, contains plenty of evidence that creditors had their full 
share of collection difficulties on these long terms. 

Long-term Liabilities during the Colonial Era 

One of the well-known business houses in New York City just prior to 
the Revolutionary War was that of John & Henry Cruger. This house 
transacted extensive business with the help of foreign branches managed 
by the sons of Henry, John Harris Cruger on the island of Jamaica, 
Telemon at Curacao, Nicholas at St. Croix, and Henry, Jr., at Bristol, 
England. One of the large accounts of Henry, Jr., was with Aaron 
Lopez of Newport, R.I. Extensive correspondence between these two 
men from 1765 to 1772 indicates the difficulties involved in collection 
during this period. In April, 1766, Lopez was indebted to Cruger for the 
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very substantial sum of £10,784.8.4. As his own liabilities increased, 
Cruger began to wonder if he, himself, would not become bankrupt before 
Lopez would appreciably reduce his account. By May, 1771, the bal¬ 
ance had been brought down slowly to £4,047.9.1, but in July, 1772, it 
still amounted to £2,452.15.11 exclusive of interest.^ 

Obligations for the payment of merchandise in these early years of 
our history often ran on and on. From the extensive mercantile corre¬ 
spondence that has come down to us, it is quite evident that creditors in 
the colonial period, and in the early days of our national life, were more 
worried as to how long they might be called upon to wait for payment, 
than that they would not be paid at all. Eventually, most debts were 
liquidated with the payment of interest on overdue accounts.^ One of 
the most exaggerated examples of this prevailing tendency appeared in a 
letter written in 1783 by Philip Cuyler of Albany to a Mrs. Catherine 
Wendell of Schenectady regarding a debt of 12 years^ standing. Cuyler 
meticulously and quaintly wrote, have Repeatedly Inclosed you, your 
Dec'* Husband’s acc’ requesting the payment of it, to which I have had 
no Answer, so find inclose you the same with my—Ernest Request you 
would with Speed discharge it as Really think its time after Cred* of 
more than Twelve Years.—being much pressed for Cash puts it Out of 
my power to waite any longer.^' Shortly after this unique letter was 
mailed, the payment was finally made and the account closed.® 

During the days of the colonies, most of the debts were eventually 
collected. The fact remains, however, that a considerable portion of 
normal mercantile credit became long-term liabilities of the debtor. 
Over all the years of the colonies, mortgage liabilities were also quite 
widely used. 

Preceded in the extent of usage only by the long terms of mercantile 
obligations and by mortgages came two types of obligations, now virtu¬ 
ally unknowm but used extensively in American commerce throughout 
the eighteenth and w^ell into the nineteenth century, namely, bottomry 
and respondentia. During these early years of our economic history, 
manufacturing w^as of relatively little importance compared with the 
volume of foreign and domestic commerce. Bottomry^ according to 
maritime law, was a legal instrument by which a ship was pledged as 
security for a loan. This form of obligation was widely used prior to the 
earliest development of the railroad. Transportation was largely by 
water, and ships represented the great capital investment of the day. 

^ Commerce of Rhode Island^ Vol. I, pp. 155, 368, 405; Massachuscitts Historical 
Society C'ollcctions, 7th ser., Vol. IX, 1914. 

2 Foulke, Roy A., The Sinews of American Commerce, p. 360 (Dun & Bradstreet, 
Inc., New York, 1941). 

3 Letter inserted in the Ledger of Philip Cuyler, 1763-1794 (New York Public 
Library). 
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Overland traffic was slow and difficult, as there was little conception of 
good roads as we know them today.'* 

Respondentia represented a supplementary process by which a ship¬ 
owner would borrow funds upon the security of a cargo, agreeing to repay 
within a stipulated period of time, such as 24 months, or 60 days after 
the return of the vessel to its home port. The original sum together with 
a substantial increment, usually 24 per cent, was paid for the use of the 
money, but if the vessel and the cargo were lost, then no payment was 
made either on the pnncipal or the increment.^ A supplementary pro¬ 
vision of the charter of the Insurance Company of North America, 
Philadelphia, the oldest stock fire and marine insurance company in 
America, organized in November, 1782, provided that money could be 
loaned ^‘upon bottomry and respondentia.^’® 

Early Long-term Railroad Securities 

The first railroads in the United States were financed solely by funds 
obtained by the sale of cayutal stock. The Boston & Lowell Railway 
issued no bonds for 20 years; in fact, none of the smaller railroads radi¬ 
ating from Boston issTied bonds for many j^cars after their organization. 
The Boston & Providence Railway, constructed in 1849, after a time issued 

^ ‘‘At the close of the Movolution the roads of the yoiinj^ Ilepiildie were absolutely 
inadequate. Their c()ns{ ructiou and care were geiuTally left to the local authorities, 
who were not parti<ailar]y iiitcrest(‘d in the development of through routes; and the 
prevailing ignorancf^ of th(' ])rinci]'les of road engineering and the lack of capital were 
additional hainpcTS uj)on iiii])rov('n)<'nt. In its (‘hunental form a road consisted of a 
cleared path through th(' tr(‘es nnd nothing else. If further refinement was demanded 
the road was crowned high with dirt and edged by a g\ittcr. Over such roads the 
transportation of pa.ssengc'rs wns alone profitable. Freight commerce was confined 
either to short distances or to pi-oducts such as whiskey and peltries, whose values were 
high in proportion to their bulk. A wagonload of goods could be sent overland at the 
time of the War of 1812 from Augusta, Maine, to Savannah, Georgia, but the journey 
required 115 days and tlie freight charges on the road were $1,000. . . . To move a 
barrel of flour from Pittsburgh to Philadelphia cost $13.00. Off the main roads it 
probably cost, according to jNIcMaster’s canfful estimate, ‘ten dollars per ton per 
hundred mihvs.^ V(^ry fenv bidky articles could stand such freight charges. Although 
manufactured articles might pay for their transportation, agricultural ones like wheat 
and flour could not be gainfully carried more than one hundred and fifty miles. A ton 
of goods could be moved across the Atlantic almost as cheaply as from Philadelphia to 
Lancaster.”— Kirkland, Edward C., A History of American Economic LifCj pp. 252, 
254-255 (F. S. Oofts & Go., New York, 1939). In 1803, Thaddeus Mason Harris 
made a journey through tlu^ Northwest Territory. Thirty-one miles was a long 
distance to be covered in a carriage in one day. At one point Harris summarized, 
“After many a w^earisome ascent, we arrived at Seybour's on the top of the Alleghany; 
and, having ridden thirty-one miles, were sufficiently tired to accept even of the 
miserable accomodations this Inn afforded for the night.”— The Journal of a Tour 
into the Territory Northwest of the Alleghany Mountains^ p. 21 (Manning & Loring, 
Boston, 1805). 

^ Porter, Kenneth Wiggins, The Jacksons and the Lees, Vol. I, pp. 62, 672 
(Harvard University Press, Cambridge, Mass., 1937). 

® The Sinews of American Commerce, p. 125. 
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bonds aggregating one-fourth of its share capital, and by 1866 had prac¬ 
tically extinguished this mortgage indebtedness. As late as 1856, the 
capital stock of all railroads in the United States exceeded the total 
bonded indebtedness by 42 per cent.^ 

By 1845, there were nearly 4,000 miles of railways in operation in the 
United States, more than in all the European countries combined. The 
Mohawk & Hudson Railway, begun in 1830, and several other short lines 
had entered Buffalo. Albany had been joined both to New York and to 
Boston. The financing of these roads was a gigantic task, especially in 
the early years, as conservative financiers considered railroads highly 
speculative ventures. Of course, railroads had to compete for capital 
with the very industries they created and stimulated. 

One of the earliest roads to issue bonds was the Baltimore & Ohio 
Rail Road Co. In 1846, it became absolutely necessary to reconstruct the 
entire 81 miles of the road from Baltimore to Harper's Ferry and to lay 
the new edge rail in place of the antiquated plate rail. The road had no 
funds. In this situation, the company received the privilege by legis¬ 
lation of the General Assembly of the State of Maryland dated December, 
1845, to sell an issue of bonds, not to exceed in amount one million 
dollars" and to bear interest at the rate of 6 per cent per annum secured 
by the pledge of the property of the road.® These bonds, dated January 
1, 1846, were sold as favorable financial conditions permitted, but the 
total amount was not outstanding until 1852. The bonds matured on 
January 1, 1867. In order to effect the sale, they were sold at a discount 
of 10 per cent.® 

After managing a bank in Madison, Ind., J. F. D. Lanier came to 
New York City in 1849 and formed a partnership with Richard H. 
Winslow, mainly for the distribution of railway securities. In his remi¬ 
niscences Lanier tells how his firm was the first one to distribute the 
mortgage bonds of small western railroads in the New York security 
market. This occurred only a few years after the Baltimore & Ohio 
Rail Road Co., had begun to sell its initial issue of 6 per cent bonds to 
the public. ‘‘Commencing with the bonds of the Madison and Indian¬ 
apolis Railroad, which were the first securities of the kind ever brought 
out in the New York market," wrote Lanier, “we followed them with 
the bonds of the little Miami; Columbus and Xenia; Cleveland, Columbus 

^ Ripley, William Z., Railroads, Finance and Organization, p. 10 (Longmans, 
Green and Company, New York, 1927). 

* This obligation is carried on the books of The Baltimore and Ohio Railway Com¬ 
pany as Loan No. 2. Loan No. 1 amounted to $1,000,000 and was obtained from the 
Union Bank of Maryland, bearing interest at the rate of 6 per cent per annum. This 
bank loan was obtained Oct. 1, 1833, and was paid at maturity, Jan. 1, 1854. 

* Cabteb, Chab^es Fbedebick, When Railroads Were New, p. 59 (Simmons- 
Boardman Publishing Corporation, New York, 1926). 
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and Cincinnati; Cleveland, Painesville and Ashtabula; Ohio and Penn¬ 
sylvania; Michigan Southern and other important lines. We not infre¬ 
quently negotiated a million of bonds daily. The aggregate for the year 
was enormous. We were without competitors for a business we had 
created, and consequently made money very rapidly. The commissions 
for the negotiations of bonds averaged at first five percent. 

In 1854 six issues of railroad bonds were quoted daily in the trading 
on the New York Stock Exchange, ‘‘Harlem Bonds, Erie 1st Mtge. Bds., 
Erie Income Bonds, Hudson Convertible Bds., Ill. Cen. R. R. Bonds, and 
N. Y. Cen. R.R. Bds.” No industrial or public utility bonds were 
quoted.Within 10 years there were 68 bond issues of 31 railroads listed 
on the New York Stock Exchange. By January 6, 1900, 758 bond 
issues of 346 railroads were being quoted on the Big Board. 

By 1862, the technique of railroad building had been radically changed 
from the conservative original system whereby funds were obtained solely 
or largely by the issue of common stock. Under the revamped technique, 
the railroad was first organized by the projectors upon a blueprint, and 
a charter obtained involving free grants of land, sometimes in alternate 
sections running from 6 to 10 miles on either side of the line. Then a 
land company, owned by the directors of the railroad, was incorporated to 
develop and to sell its land. With the proceeds from the sale of the land, 
in addition to that from government subsidies and from the extensive 
sale of mortgage bonds in Europe undertaken simultaneously, building 
was begun. This was done by a construction company, also owned by 
the directors. In this process extensive quantities of railroad bonds, and 
i.i later years railroad stocks, were placed with European investors. By 
1914, securities and direct investments by Europeans in the United 
States totaled $7,000,000,000, well over half of which was represented 
by railroad stocks and bonds. 

Early Industrial and Public Utility Bonds 

While the number of bond issues of railroads listed on the New York 
Stock Exchange was going up by leaps and bounds, industrials and public 
utility long-term securities were virtually unknown. Not until June 20, 
1868, did either an industrial or a public utility bond appear in the daily 
quotations. On that date the bonds of the Long Dock Company and 

Quoted by Henry Wyshane Lanier, in A Century of Banking in New Yorkj 1822- 
1922, p. 210 (The Gilliss Press, New York, 1922). 

Record book of the New York Stock Exchange, Stock Reports Apr. ’54 to Jan. ’55. 

Quotation Sheet of Nov. 25, 1864; Vol. 1 of Quotations, Nov. 25, 1864 to Nov. 8, 
1865, New York Stock Exchange. 

Quotation Sheet of Jan. 6, 1900; Vol. 36 of Quotations, Jan. 1, 1900 to Dec. 31, 
1900, New York Stock Exchange. 

“ A History of American Economic Life, p. 599. 
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the Western Union Company appeared for the first time in the ‘‘free list/'^® 
On October 9, 1868, the bonds of the American Dock & Improvement 
Company appeared;^® on November 21, 1868, the bonds of the Iron 
Mountain Company and on December 26, 1868, the bonds of the Oil 
Creek Company.^® 

By January 6, 1900, when there were 758 bond issues of 346 railroads 
listed on the New York Stock Exchange, there were listed only 33 issues of 
22 gas and electric companies. There was no segregation of bond issues 
of industrial companies. There were, however, 68 bond issues of 48 
miscellaneous companies, and more than half these corporations probably 
were industrials.^® 


ILLUSTRATIONS OF RELATIONSHIPS 

Total liabilities consist of all current liabilities, together with all 
actual long-term financial liabilities which must be paid sometime in the 
future. Important features of long-term liabilities are described in the 
early pages of Chap. IX. Total liabilities do not include technical liabili¬ 
ties in a bookkeeping sense, such as minority interest in subsidiaries, 
unearned income, or valuation reserves. The maturity date of every 
long-term liability, as carefully explained in Chap. IV, must always be 
obtained prior to posting a balance sheet; many funded debts have serial 
maturities and the amount which is due and payable within 12 months 
after the statement date must always be classified as a current liability. 
This information should appear in the balance sheet, either in the finan¬ 
cial statement or as a footnote. Unfortunately, it is still the practice of 
many certified public accountants to omit this information from balance 
sheets. No balance sheet can be properly posted or intelligently analyzed 
until this preliminary information is obtained. 

For large corporations that have from 10 to 20 mortgage loans and 
from three to five different issues of bonds or debentures outstanding, 
where the accountant makes no attempt to segregate or to list the serial 
maturities during the year following the statement date, this infonnation 
is difficult to obtain. However, it constitutes an initial step in analysis. 
Often, one or more of the mortgage obligations, issues of bonds, or 
debentures also mature in the year following the statement date. In 
such a situation that maturity as well as any serial maturities due during 
the 3^ear must be classified as current liabilities. Difficulties in refunding 

“ Quotation Sheet of June 20, 1868; Vol. 4 of QuotationSj Nov. 16, 1867 to Nov, 18, 

1868, New York Stock Exchange. 

Quotation Sheet of Oct. 9, 1868. 

Quotation Sheet of Nov. 21, 1868; Vol. 5 of Quotations, Nov. 19, 1868 to Nov. 26, 

1869, New York Stock Exchange. 

Quotation Sheet of Dec. 26, 1868. 

Quotation Sheet of Jan. 6, 1900. 
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such issues may be forecast in many cases as soon as the schedule of 
maturities is learned. 

Department Store 

The Resort Department Store, Inc., is located in a large Atlantic sea- 
coast resort community. Unlike most summer resort centers where the 
population increases in the summer like the doubled and redoubled 
score of a bridge player, the number of residents in this community 
increases only moderately and does not shrink greatly in the autumn 
months. A considerable population lives the year round in the city; in 
addition, the permanent residents within a radius of 50 miles number 
approximately 800,000 and are well able to support a representative 
department store. 

The business was established as a small local venture in 1878. In 
1896, the proprietorship was incorporated with an authorized and paid-in 
capital of $100,000, which was subsequently increased to $500,000, con¬ 
sisting of $250,000 five per cent cumulative preferred stock and $250,000 
common stock, both classes of stock with a par value of $100. At the 
end of year A, $237,800 of the 5 per cent cumulative preferred stock 
and $11,300 of the common stock were outstanding. 

An extensive line of medium to better grade men’s, ladies’, and 
children’s wearing apparel, furniture, rugs, and house furnishings is 
carried. About 2 per cent of the annual net sales is made on a deferred 
payment basis with down payments ranging from 10 to 15 per cent, 
and with monthly installments running up to 3 years. The comparative 
financial condition for the past three fiscal years appears in Schedule 
19. 

Each of the three comparative balance sheets contains an item of 
good will carried at the same figure of $155,826. The tangible net worth 
as of each statement date was obtained by deducting this item of good 
will from the sum of outstanding 5 per cent cumulative preferred stock, 
the common stock, and the respective earned surplus. This computation 
gave a tangible net worth of $190,455 in year C, a decrease to $182,888 in 
year R, and then an all-time high figure of $234,684 in year A. 

The net sales increased moderately between year C and year R, and 
then quite considerably from $1,361,220 to $1,513,748, or 11.2 per cent, 
between year R and year A, Nominal net profits amounting to $1,956 
were recorded in year C, a loss of $7,567 was assumed in year R, and 
most satisfactory net profits of $51,796 were earned in year A. No 
dividends were paid during any of these years; as a result the net working 
capital and the tangible net worth both increased quite materially 
between year R and year A. 
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Resort Department Store, Inc. [Schedule 19] 

Comparative Figures for Years Ended January 31, 19— 

(C) , (R) (A) 

Three Years Two Years One Year 




Ago 


Ago 


Ago 

Assets 







Cash. 

9 

18,113 

$ 

13,452 

$ 

65,093 

Notes Receivable. 


496 


2,123 


1,687 

Accounts Receivable. 


95,281 


123,810 


162,897 

Inventory. 


300,436 


262,998 


309,954 

Current Assets . 

$ 

414,326 

$ 

402,383 

% 

539,631 

Fixed Assets, Net. 


219,204 


200,861 


203,450 

Investments. 


3,330 


3,667 


3,023 

Cash Value of Life Insurance... . 


7,296 


10,097 


10,185 

Prepaid Items. 


15,575 


13,842 


13,024 

Miscellaneous Receivables. 


4,566 


5,875 


3,764 

Good Will. 


155,826 


155,826 


155,826 

Total . 

L 

820,123 

L 

792,551 

$_ 

928,903 

Liabilities 







Notes Payable to Bank. 

$ 

40,000 

$ 

10,000 

$ 

20,000 

Other Notes Payable. 


5,584 


950 


5,800 

Accounts Payable. 


160,029 


182,674 


240,752 

Accruals. 


32,867 


28,656 


40,380 

Reserve for Taxes. 


1,612 


2,807 


7,711 

Cur. Maturity of Debentures_ 


5,000 


5,000 


5,000 

Current Liabilities . 

% 

245,092 


230,087 

iT 

3197^3 

4M% Debentures. 


228,750 


223,750 


218,750 

Total Liabilities . 

$■ 

473,842 

$” 

453,837 

$" 

538,393 

5% Cumulative Preferred Stock. 


237,800 


237,800 


237,800 

Common Stock. 


11,300 


11,300 


11,300 

Earned Surplus. 


97,181 


89,614 


141,410 

Total. 

L 

820,123 

L 

792,551 

r 

928,903 

Net Working Capital . 

9 

169,234 

$ 

172,296 

$ 

219,988 

Current Ratio .. 


1.69 


1.74 


1.69 

Tangible Net Worth . 

$ 

190,455 

$ 

182,888 

$ 

234,684 

Net Sales. 

$1,310,116 

$1,361,220 

$1,513,748 

Net Profit. 


1,956 


(L)7,6e7 


51,796 

Dividends. 


None 


None 


None 


Net fixed assets, after accumulated depreciation, exceeded the tan¬ 
gible net worth at the end of year C and also at the end of year B. The 
balance sheet at the end of year A disclosed a slightly improved condition 
as a result of the retained profits; the net fixed assets now amounted 
to $203,450 and were moderately less than the tangible net worth of 
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$234,684. As will be discussed in Chap. X, such a financial condition is 
basically unsound; for a typical department store, the net fixed assets, 
after depreciation, would not greatly exceed 22.0 per cent of the tangible 
net worth. In a situation where the fixed assets closely approximate the 
tangible net worth there would normally be little or no net working 
capital. It fortunately happened, however, that several years ago the 
management of this enterprise sold an issue of 4)^ per cent debentures 
to a life insurance company that was looking for investments in industrial 
securities. In year (7, the outstanding portion of this issue amounted 
to $233,750, of which $5,000 was carried as a current liability as that 
installment matured during the following 12 months, and the balance of 
$228,750 was carried as a deferred liability. In each succeeding balance 
sheet, the deferred amount was reduced by the $5,000 which had matured 
and had been paid. 

For each of the 3 years the outstanding debentures made up the 
difference by which the fixed assets and the miscellaneous assets exceeded 
the tangible net worth, and so provided the funds to furnish the net 
working capital. The result was a continuously heavy total debt over 
the 3'year spread: 



Year C 

Year B 

Year A 

Current Liabilities. 

. $245,092 

$230,087 

$319,643 

4Per Cent Debentures. 

. 228,750 

223,750 

218,750 

Total Liabilities. 

. $473,842 

$453,837 

$538,393 

Tangible Net Worth. 

. 190,455 

182,888 

234,684 


Ratio of Total Liabilities to Tangible Net 

Worth. 248.8% 247.0% 229.4% 


Between the two years from year C to year A, the current liabilities 
increased from $245,092 to $319,643, while the deferred liabilities 
decreased $5,000 each year. The total liabilities expanded from $473,842 
to $538,393, or 13.5 per cent, with a modest dip in year B. Simul¬ 
taneously, the tangible net worth increased from $190,455 to $234,684, 
or 23.2 per cent. Because of the proportionately smaller increase in the 
amount of the total liabilities, the ratio of the total debt to the tangible 
net worth showed a moderate but steady reduction for each year from 
248.8 to 247.0 per cent between .year C and year B, and from 247.0 to 
229.4 per cent between year B and year A. Although the downward 
trend was a favorable one, the relationship even in year A was high. 
Schedule 22 at the end of this chapter shows a 5-year average ratio of 
total liabilities to tangible net worth for department stores of 59.3 per 
cent, considerably less than one-third of this particular ratio of the Resort 
Department Store, Inc., in year A, 
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Condensed Analysis .—A fundamental error in management judgment 
had been made sometime prior to year C, when funds had been invested 
in fixed assets in excess of the tangible net worth. There is little excuse 
except financial ignorance for such a policy. To provide net working 
capital an issue of debentures had to be floated. The result has been a 
fluctuating but constantly heavy total debt. At the time when the 
funds were put into fixed assets, additional money should have been 
invested in capital stock to have kept a well-balanced financial condition, or 
else a considerably smaller sum should nave been put into the fixed assets. 

There are only two ways to improve this heavy total liability condi¬ 
tion, to invest additional funds in one or both forms of capital stock and 
use that new cash to reduce the outstanding debentures, or to earn profits 
and then keep these net profits in the business in the current assets and 
gradually retire the debentures. If losses are assumed instead of net 
profits earned, not only will no progress be made, but affairs will become 
more and more extended, ending in a reorganization or in bankruptcy. 

A second criticism of the figures will be found in the increasing 
accounts receivable which amounted to $95,281 in year C, $123,810 in 
year B, and $162,897 in year A. These accounts receivable appear 
heavy for a department store transacting the volume of the Resort 
Department Store, Inc. Quite possibly, they include at least a reason¬ 
able amount of past-due accounts for which reserves should be set up. A 
thorough analj^sis should be made by obtaining a breakdown of the 
annual net sales into cash, 30-day charge accounts, and installment sales; 
also a breakdown of the accounts receivable into those made on a 30-day 
charge basis, and those on installment terms. The average collection 
period should then be determined for both classes of charge accounts as 
outlined in Chap. XIIL If the average collection periods determined in 
this way should appear excessive, and probably that would be the situa¬ 
tion, then an aging of charge accounts into the amount not due, and 
30, 60, and 90 days or more past due would be needed to understand the 
exact picture. To the extent that the accounts receivable might contain 
bad debts, the tangible net worth is inflated and the ratio of total liabili¬ 
ties to tangible net worth, particularly in year A, is actually heavier than 
it appears. 

A third criticism is the fact that the inventory has been consistently 
large. This important feature of balance sheet analysis is examined in 
Chaps. XI and XII. At this point, however, it may be stated that the 
inventory carried at $309,954 in year A could be reduced $75,000, which 
would bring it into line. Such a reduction would release a corresponding 
amount of funds to reduce the total liabilities. The lower the liabilities 
can be maintained while transacting a normal volume of business, the 
healthier is any business enterprise. 
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Notwithstanding the fine net profits earned in year A, the affairs of 
this concern were not in good shape. The ratio of current assets to 
current liabilities was low in each of the three comparative balance 
sheets, the relationship between the current liabilities and the tangible 
net worth was heavy for each year, and the relationship between the total 
liabilities and the tangible net worth on each statement date was even 
more out of line. In other words, the management had failed to operate 
the business with a real degree of foresight and knowledge. 

Manufacturer of Electrical Products 

The Electrical Specialty Corporation was incorporated in 1919 with an 
authorized and paid-in capital of $1,000,000 six per cent cumulative 
preferred stock and 20,000 shares of common stock of no par value but 
carried on the books at $150,000. For some years prior to year C, pre-^ 
ferred stock was being reacquired and carried in the assets of the annual 
balance sheet as treasury stock. In year B, this treasury stock was 
retired, reducing the outstanding preferred capital from $1,000,000 to 
$857,538. The outstanding common stock remained unchanged. 

This concern manufactures electrical equipment, including lighting 
fixtures, switches, outlet boxes, portable lamps, reflectors, wiring devices, 
and panel switchboards. Operations were conducted at a substantial 
net loss of $105,652 in year C. In addition to this loss, affairs were in an 
unhealthy state; the ratio of current assets to current liabilities was 
obviously low, and the inventory was more than twice as large as it 
should have been. The principal stockholder, who was a director in the 
corporation, suddenly became aware of the situation and proceeded to 
clean house in blitz fashion. Early in year B, the president and the 
executive vice-president were released and two new officers took over the 
active management of the business. The first move of the new manage¬ 
ment to obtain a breathing spell was to arrange with creditors to accept 
notes for $402,633 payable after 5 years in settlement of long past due 
mercantile claims. 

The loss for year B amounted to $104,356, only slightly below the^ 
loss for the preceding year. The new management now made arrange¬ 
ments with creditors holding claims for an additional $210,059 also to 
accept 5-year notes, so that at the end of year A the deferred liabilities 
aggregated the substantial sum of $612,692. Notwithstanding an 
increase in net sales from $1,060,611 to $1,284,748 between year B and 
year A, operations resulted in a red figure to the extent of $264,194, a 
triple-threat loss with almost a knockout punch. For the entire 3-year 
period, operating losses aggregated $474,202. Comparative figures 
showing this depressing panorama appear in Schedule 20. 

The tangible net worth of $1,074,788 in year C was arrived at by 
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Elbctbical Specialty CJobporation [Schedule 20] 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

^ (B) 

Two Years 

Ago 

(A) , 
One Year 
Ago 

Assets 




Cash. 

$ 27,486 

$ 50,660 

$ 55,483 

Notes Receivable. 

22,143 

17,120 

25,200 

Accounts Receivable. 

84,141 

70,011 

102,301 

Inventory. 

611,763 

666,375 

471,323 

Current Assets . 

$ 745,533 

$ 804,166 

$ 654,307 

Fixed Assets. 

737,958 

727,636 

688,863 

Investments. 

115 

114 

114 

Miscellaneous Receivables. 

835 

2,598 

3,790 

Prepaid Expenses. 

56,146 

17,627 

18,618 

Development Expense. 

40,122 

119,734 

135,712 

Patents. 

Treasury Stock. 

1 

102,340 

1 

1 

Total. 

$1,683,050 

$1,671,876 

$1^501,405 

Liabilities 

Notes Payable for Merchandise.. 

$ 322,393 

$ 52,728 

$ 40,143 

Accounts Payable. 

128,525 

217,735 

121,241 

Accruals. 

14,891 

28,357 

21,100 

Current Liahilitiei< . 

$ 465,809 

$ 298,820 

$ 182,484 

Notes Payable, Deferred. 


402,633 

612,692 

Total Liabilities . 

$ 465,809 

$ 701,453 

$ 795,176 

6% Cumulative Preferred Stock, 

1,000,000 

857,538 

857,538 

Common Stock. 

150,000 

150,000 

150,000 

Earned Surplus.. 

67,241 

{D)S7,115 

{D)S01,S09 

Total. 

$1,683,050 

$I ,671, ^ 

$1,501,405 

Net Working Capital . 

$ 279,724 

$ 505,346 

$ 471,823 

Current Ratio . 

1.60 

2.70 

3.59 

Tangible Net Worth . 

$1,074,778 

$ 850,688 

$ 570,516 

Net Sales. 

$1,080,306 

$1,060,611 

$1,284,748 

Net Profit. 

{L)105,6BZ 

(,L)104,SS6 

(L)Z64,194 

Dividends. 

None 

None 

None 


deducting the sum of development expenses $40,122, patents $1, and 
treasury stock $102,340, a total of $142,463, from the sum of the 6 per 
cent cumulative preferred stock $1,000,000, common stock $150,000, and 
earned surplus $67,241. In year B, the sum of development expenses 
$119,734, patents $1, and the deficit in the surplus account of $37,115, 
a total of $156,850, was deducted from the total of the preferred and 
common stock of $1,007,538, to give a tangible net worth figure of 




































238 


INTERNAL ANALYSES OF BALANCE SHEETS 


$860,688. In year A, development expense now amounted to $135,712, 
patents $1, and the deficit $301,309, a total of $437,022, which was 
deducted from the sum of the outstanding preferred and common stocks 
to arrive at a tangible net worth figure of $570,516. 

As a result of the steady heavyweight yearly losses, the tangible 
net worth dropped from $1,180,440 to $570,616, or 61.8 per cent between 
year D and year A, a space of 3 years. This rate of decline approxi¬ 
mates the speed of the newest dive bombers. As $402,633 of the lia¬ 
bilities became deferred in year B, the net working capital increased 
from $279,724 to $505,346. In other words, the net working capital 
showed improvement while the financial condition of the business was 
becoming more and more strained with steadily increasing total liabili¬ 
ties. The current ratio along with the net working capital improved 
during this period. Here is a typical case indicating the necessity of 
studying all features of a financial statement rather than just one. 

Between years B and A, the net working capital decreased moderately 
from $505,346 to $471,823, but the current ratio continued to improve as 
payment of $210,059 additional current liabilities were deferred. The 
current liabilities continued to decrease. In this year, the business 
became even more strained, but again the strain was not reflected in the 
current ratio or in the continued improvement in the relationship of the 
current liabilities to the tangible net worth; it appeared chiefly in 
the increasingly unfavorable ratio between the total liabilities and the 
tangible net worth. The comparative relationships between these two 
major items appear as follows over the 3 years: 



YearC 

Year B 

Year A 

Current Liabilities. 

Notes Payable, Deferred. 

. $465,809 

$298,820 

402,633 

$182,484 

612,692 

Total Liabilities. 

. $465,809 

$701,453 

$795,176 

Tangible Net Worth. 

. 1,074,778 

850,688 

570,516 


Ratio of Total Liabilities to Tangible 

Net Worth. 43.3% 82.5% 139.6% 

These figures show a steady and material reduction in the current 
liabilities for each year. From year C to year B the current debt was 
reduced from $465,809 to $298,820 and then in year A to $182,484. 
With these reductions, the ratio between the current assets and the 
current liabilities was improved gradually from 1.60 in year C, to 2.70 in 
year B, and then to 3.59 in year A. An analyst unfamiliar with other 
supplementary relationships who based his analysis largely on the show¬ 
ing and the trend of the current ratio would be basically and entirely 
misled in this case. He would likewise be misled if his repertoire went no 
further than the supplementary relationship between the current lia- 
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bilities and the tangible net worth, as this relationship also improved for 
each of these 3 years. 

The ratio of the total liabilities to the tangible net worth holds the 
key to this picture. While the reduction in the current liabilities gives 
the appearance of an improving condition, actually the business was 
becoming more and more distressed. The total liabilities increased each 
year, going from $465,809 to $701,453 to $795,176. At the same time, 
the tangible net worth dropped each year, falling from $1,074,778 to 
$850,688 to $570,516. The relationship between these two unfavorable 
trends is shown in the rapidly increasing ratio of total debt to tangible 
net worth. From 43.3 per cent in year C, the ratio skipped to 82.5 per 
cent in year B, and then jumped to 139.6 per cent in year A, Here was 
the tip-off to a trend that had reached a basically unsound condition. 

Condensed Analysis ,—The balance sheet of the Electrical Specialty 
Corporation as of the end of year C indicated a bad case of inventory 
indigestion. On the basis of an annual net sales volume of $1,080,306 
and a net working capital of $279,724, the inventory should have been 
in the neighborhood of $200,000, instead of $611,763. A reduction of 
approximately $400,000 in this one item would have freed the necessary 
funds to have brought the current liabilities down to a moderate amount. 

The operating management prior to year C had been absolutely lax. 
In a specialty line of a highly competitive nature where research must be 
carried on and where up-to-the-minute new products had constantly to 
be developed, the president had had no conception of the expediency 
of inventory turnover that will be discussed in a subsequent chapter. 
WTien the inventory piled up as a result of the drop in net sales in year 
D and in year C because of the improved products of competitive manu¬ 
facturers, the management had no workable policy to relieve the situa¬ 
tion. For the first time in his career the president realized the truth of 
the modern axiom that a business enterprise, to succeed, must always be 
prepared for the unexpected. There must always be an ace in the hole. 
He had none. 

The new management that came into power in year B realized the 
full importance of research and proceeded to capitalize part of the funds 
expended in this manner, as shown by the increase in the item of develop¬ 
ment expense from $40,122 to $119,734 between year C and year B, 
The downward momentum, however, could not be stopped overnight. 
The liabilities continued their upward climb while losses continued at 
approximately the same rate. By the time year A had come around the 
corner, the net sales were increasing and the inventory was decreasing, 
but the disastrous policies of the earlier years had now culminated in the 
heavy unbalanced relationship between the increasing total liabilities 
and the shrinking tangible net worth. 
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This situation would be relieved (1) by investing additional funds 
in the business which could be used to pay off part or all the deferred 
notes payable, (2) by operating profitably and using the net profits for 
the same purpose, or (3) by converting the deferred notes payable into 
a prior preferred stock. None of these alternatives would probably 
be followed unless it became clearly evident that operations could be 
conducted on a profitable basis. Then which policy could or would be 
followed would be a matter of expediency. On the other hand, further 
material losses would result in bankruptcy. 

Manufacturer of Boilers 

Here is a somewhat larger business enterprise than the two concerns 
whose total liabilities have just been examined. The Power Boiler 
Corporation was organized in 1938 to acquire the business and the assets 
of a manufacturing enterprise that had been operated by receivers for 
3 years. This corporation is engaged in designing, manufacturing, selling, 
and installing complete plants for the production of steam, including 
both stationary and marine boilers. At the time of the reorganization, 
the creditors of the predecessor corporation received first mortgage 
bonds, common stock in the new corporation in varying proportions for 
their claims, together with some cash realized from the sale of $3,500,000 
five per cent debentures to a close group of five interested concerns. 

The interesting picture of the comparative financial condition of 
this manufacturer for the past 3 years appears in Schedule 21. For 
year C, net sales of $13,683,013 were recorded and handsome net profits 
of $694,048 were earned. Of this amount $309,660 was paid out in divi¬ 
dends and the difference retained to build the surplus account. The net 
sales then decreased in year B to $11,937,725 and a net loss of $72,030 
was assumed. In year A, the volume reached a high point of $15,762,193, 
and net profits advanced to the phenomenal amount of $1,308,467. 
The entire net profits for this year were retained in the business. 

Between year C and year B, the net working capital shrank from 
$4,361,774 to $4,014,456 as a result of (1) the net loss of $72,030 for 
that year, (2) the increase in prepaid expenses in the assets from $118,900 
to $207,560, and (3) the redemption of $187,200 of the 5 per cent deben¬ 
tures. In year A the trend was reversed; the net working capital jumped 
to $5,032,141 as a result of the substantial amount of retained net prof¬ 
its for the year. The tangible net worth on each balance sheet consisted 
of the sum of the outstanding common stock, the capital surplus, and 
the earned surplus less $2. The $2 represented the value at which the 
two items, one of Patents and the other of Trade-marks, were carried in 
the assets of each of the three balance sheets. 

The comparative figures represent the consolidated financial condi- 
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PowjOB Boiljbr Corporation [Schedule 21] 

_Comparative Figures for Years Ended December 31, 19 —_, 



(C) 

Three Years 

Ago 

Cfi) 

Two Years 

Ago 

i.A) 

One Year 
Ago 

Assets 




Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Marketable Securities. 

$ 1,272,364 
209,143 
2,030,133 
2,390,849 

$ 1,167,605 
352,346 
2,123,352 
3,088,659 

$ 1,069,839 
800,526 
4,200,432 
4,645,802 
23,158 

Current Assets . 

$ 5,902,489 

$ 6,731,962 

$10,739,757 

Property, Plant & Equipment 
Miscellaneous Receivables.... 

Prepaid Expenses. 

Patents. 

Trade-marks. 

3,511,392 

16,931 

118,900 

1 

1 

3,508,091 

19,660 

207,560 

1 

1 

3,619,284 

11,612 

207,997 

1 

1 

Total. 

$ 9^549,714 

$10,467,275 

$14,578,652 

Liabilities 




Notes Payable to Banks. 

Advance Pay. on Contracts.. 

Accounts Payable. 

Accruals. 

Reserves for Taxes. 

$ 188,000 
229,899 
496,505 
262,672 
176,439 
187,200 
$ 1,540,715 

$ 1,186,000 
298,912 
570,572 
430,842 
43,980 
187,200 
$ 2,717,506 

$ 2,447,000 
104,951 
1,239,144 
591,877 
1,137,444 
187,200 
$ 5,707,616 

Cur. Maturity of Debentures. 
Current Liabilities . 

First Mortgage Bonds. 

6% Debentures. 

Minority Interest. 

Total Liabilities . 

2,000,000 
3,256,800 
89,501 
$ 6,887,016 

2,000,000 
3,069,600 
89,501 
$ 7,876,607 

2,000,000 

2,882,400 

89,501 

$10,079,517 

Common Stock. 

Capital Surplus. 

Earned Surplus. 

154,830 

2,000,000 

507,868 

154,830 

2,000,000 

435,838 

154,830 

2,000,000 

1,744,305 

Total. 

$ 9,549,714 

$10,467,275 

$14,578,652 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$ 4,361,774 
3.83 
$ 2,662,696 

$ 4,014,456 
2.48 
$ 2,590.666 

$ 5,032,141 
1.88 
$ 3,899,133 

Net Sales. 

Net Profit. 

Dividends. 

$13,683,013 

694,048 

309,660 

$11,937,725 

{JL)72,030 

None 

$15,762,193 

1,308,467 

None 


tion of the Power Boiler Corporation and its four subsidiaries. Three 
of the subsidiaries are wholly owned, while in the fourth 70 per cent of 
the capital stock is owned. The 30 per cent interest in this subsidiary 
owned by others is carried as the item minority interest at $89,501 on 
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each of the three comparative balance sheets. This particular subsidiary 
has been virtually inactive for 5 years. 

The first mortgage bonds and the 5 per cent debentures issued at 
the time of reorganization are carried in the comparative figures as 
deferred liabilities. The first mortgage bonds amounting to $2,000,000 
bear 4 per cent interest and mature 25 years after issuance. No change 
took place in this liability over the 3 years covered by the comparative 
figures. The debentures bear 5 per cent interest and mature at the rate 
of $187,200 annually, and so that amount must be carried each year 
as a current liability while the deferred portion of the debentures decreases 
by the same amount simultaneously. Now, let us look at the relation¬ 
ship of the total debt to the tangible net worth on the successive statement 
dates: 



Year C 

Year B 

Year A 

Current Liabilities. 

.... $1,540,715 

$2,717,506 

$ 5,707,616 

First Mortgage Bonds. 

.... 2,000,000 

2,000,000 

2,000,000 

6 Per Cent Debentures. 

.... 3,256,800 

3,069,600 

2,882,400 

Total Liabilities. 

.... $6,797,sis 

$7”, 787,106 

$10,590,016 

Tangible Net Worth. 

.... 2,662,696 

2,590,666 

3,899,133 


Ratio of Total Liabilities to 

Tangible Net Worth. 265.3% 300.6% 271.6% 

The total liabilities for each of the 3 years in the above schedule 
are $89,501 smaller than the total liabilities for each year as shown in 
the comparative balance sheet figures on page 241. This difference 
is due to the fact that the Minority Interesty which is carried at $89,501, 
is a technical liability in the balance sheets but not an actual liability 
that must be paid. 

In the case of the Electrical Specialty Corporation we found a steady 
increase in the total liabilities with, at the same time, a steady decrease 
in the tangible net worth in the three comparative balance sheets. With 
the Power Boiler Corporation we also find a steady increase in the total 
liabilities, but with the difference that here we have some fluctuation 
with an upward trend—not a steady decrease—in the tangible net worth 
over the 3-year period, a somewhat more favorable sign. 

Each year the current liabilities expanded very substantially. In 
year C the current debt amounted to $1,540,715. Two years later in 
year A, the current liabilities were more than three times as large, 
amounting to the impressive sum of $5,707,616. The first mortgage 
bonds remained unchanged, and a relatively nominal yearly reduction of 
$187,200 took place in the 5 per cent debentures. The net result was 
an increase in the total debt from $6,797,515 to $10,590,016, or 35.8 per 
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cent. During the same period of time the tangible net worth expanded 
from $2,662,696 to $3,899,133; or 46.4 per cent, out of retained earnings. 

The ratio of total liabilities to tangible net worth was 255.3 per cent 
for year C, 300.6 per cent for year J?, and then dropped to 271.6 per cent 
for year A . These relationships are too heavy, far too heavy for a healthy 
financial condition. At the end of year A, outside creditors had 2% times 
as much money at stake in this business enterprise as the stockholders, 
which represented a very unbalanced financial condition. 

Condensed Analysis ,—Many reorganizations like this one, or the 
Chicago, Milwaukee, and St. Paul Railway Company in 1925, which was 
the greatest receivership at that time in the up-and-down economic his¬ 
tory of our country, are made on an unsound basis. The new corpora¬ 
tion is too often saddled with a tremendous debt and everyone concerned 
hopes for the best, but hopes have never yet placed a business enterprise 
in a sound financial condition. It takes sound managerial guidance. 
The balance sheet of year C of the Power Boiler Corporation typifies 
this exact condition. The fixed assets at net depreciated value of $3,511,- 
392 were appreciably in excess of the tangible net worth of $2,662,696. 
To make up this difference of $848,696 and to provide net working 
capital without which no commercial or industrial concern can operate 
for any reasonable length of time, the funded debt consisting of first 
mortgage bonds and 5 per cent debentures was created. 

The figures for year B gave little prospect that the reorganized 
business would work out. The corporation was saddled with interest 
on its funded debts in excess of $250,000, which had to be met along 
with all operating expenses before a profit could be earned. Both 
the tangible net worth and the net working capital were reduced because 
of the unprofitable operations. At the same time, the total debt 
had increased. Here were two most unfavorable trends, reflected in 
the ratio of total liabilities to tangible net worth, which ballooned from 
255.3 to 300.6 per cent. 

The figures of year A showed a different story as a result of the 
handsome profits of $1,308,467 which w’ere earned and retained in the 
business. This enterprise, under resourceful management, has a chance 
to work out if a very unbalanced condition is overcome. On the other 
hand, it would not be unexpected if affairs went from bad to worse. 
Because of the complete lack of any liquid reserves, affairs will fluctuate 
upward and downward from year to year, depending upon operating 

®oLowenthal, Max, The Inventor Pays, (Alfred A. Knopf, New York, 1933). In 
1927 the Chicago, Milwaukee, St. Paul & Pacific Railroad Company was incorporated 
to acquire the lines of ^foads and other properties formerly owned by the Chicago, 
Milwaukee & St. Paul Railway Company pursuant to a plan of reorganization dated 
June 1, 1925. In 1925, 8 years after the reorganization, the Chicago, Milwaukee, 
St. Paul & Pacific Railroad Company again was placed in receivership. 
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results, until such a time, if ever, when affairs are put into a balanced 
condition. Competitively, the concern is operating at a handicap 
with deprecdation charges and interest on borrowed funds both far 
heavier than similar expenses of competitors. This situation is epito¬ 
mized in the relationship of the total liabilities to the tangible net worth. 
The normal condition would be for the total debt to approximate, as a 
maximum, the tangible net worth. The relationship in this case in 
year A is just about 2%^ times as high, and so correspondingly unfavorable. 

TYPICAL RATIOS OF TOTAL LIABILITIES TO TANGIBLE NET WORTH 

In credit practice a liability, provided it matures more than 1 year 
after the statement date, is posted as a deferred debt, that is, it is omitted 
from the total which comprises the current liabilities. A number of 
bonds issued, in particular of railroads, have remote liquidation dates. 
Most funded obligations, however, are due from 5 to 30 years after 
issuance and many have serial maturities due from year to year. 

The fact that a funded debt must mature more than 1 year in the 
future to be classified as a deferred liability has become widely known 
in financial and business circles. As a result, the analyst occasionally 
will run across a situation where a funded debt matures 1 year and 1 
day from the statement date. Obviously this technique is a subterfuge 
used by the management to exceed the ‘^l-year^’ period; under these 
circumstances the entire amount should always be classified as a current 
liability. 

In many instances, mortgages are not paid off when they mature 
but are carried ‘‘open.^^ Payment of such a mortgage mg;y be demanded 
by the mortgagee on any interest date. It is a rare occurrence when 
such a demand is made if taxes, insurance, upkeep, and interest are 
taken care of promptly. The fact that such a contingency may occur, 
however, docs make it necessary that the entire amount be carried in 
the current liabilities when figures are posted on a comparative statement 
blank. If an investigation indicates that no demand for payment will 
probably be made, the analysis of the figures should, of course, be made 
on the basis that the mortgage, to all intents and purposes, is really 
a deferred liability. 

Schedule 22 contains the typical ratios of total liabilities to tangible 
net worth for 23 lines of manufacturing, 11 of wholesaling, and 5 of 
retailing. This particular ratio could be determined only for those 
lines of business and for those years in which a reasonable number of 
concerns had outstanding deferred liabilities. For certain of these lines 
of industrial and commercial activity, this ratio is available for the entire 
5-year spread which has been used in earlier chapters, and for other 
lines for only some of these years. 



TOTAL LIABILITIES TO TANGIBLE NET WORTH 


245 


Ratios of Total Liabiuties to Tangible Net Worth [Schedule 22] 


{Percentage 


lines of Business Activity 



Median 


Five- 




1945 

1946 

1947 

year 

Average 

Manufacturers 







Airplane Parts and Accessories. 

208.5 

236.5 

92.4 


113.3 

139.9 

Automobile Parts and Accessories. 

95.6 

67.0 

64.3 

81.8 

67.7 

75.3 

Bakers. 

67.5 

68.4 

50.2 




Bedsprings and Mattresses. 

33.3 

26.1 

31.9 


63.0 

38.6 

Breweries. 

63.2 

58.6 

84.3 



65.4 

Chemicals, Industrial. 

Clothing, Men’s and Boys’. 

84.3 

58.5 

63.4 

93.6 

69.2 


104.6 

78.8 

79.1 

Confectionery. 

68.5 

54.2 

40.5 



54.4 

Contractors, Building and Construction 
Electrical Parts and Supplies. 

47.2 

130.0 

66.8 

42.7 

73^2 

75.8 


Foundries. 

79.0 

69.8 

84.3 

48.8 

46.3 

65.6 

Furniture. 

58.2 

54.0 

43.8 


54.3 

52.6 

Hardware and Tools. 

96.7 

89.3 

59.1 


87.5 

66.5 

Machinery, Industrial. 

100.5 

75.4 

49.6 

79.6 

71.6 

72.2 

Meats and Provisions, Packers. 


65.9 

53.0 


102.4 


Metal Stampings. 

56.8 

99.3 

60.3 

46.7 

57.1 


Paints, Varnishes, and Lacquers. 

38.8 

44.4 

48.9 


67.2 

49.8 

Paper. 

40.6 

47.2 

54.2 


50.6 

48.2 

Paper Boxes. 

38.6 

77.2 

60.3 

60.4 


59.1 

Petroleum, Integrated Operators. 

76.5 

57.4 

60.3 



38.8 

Printers, Job. 


40.4 

47.9 



43.4 

Steel, Structural Fabricators (Sell on 







Short Terms). 

79.8 

48.6 

48.5 




Stoves, Ranges, and Ovens. 

107.0 

80.7 




80.5 

Wholesalers 







Automobile Parts and Accessories. 

Cigars, Cigarettes, and Tobacco. 

53.4 

53.9 

57.9 


66.6 

69.8 

61.9 

76.4 

Drugs and Drug Sundries. 

65.3 

62.4 


• • • • 

127.3 

85.0 

Electrical Parts and Supplies. 

Fruits and Produce, Fresh. 

42.4 


71.1 

56!2 

80.7 

61.6 

63.7 

Groceries. 

52.7 

73.0 

75.8 

77.4 

86.7 

73.1 

Hardware. 

46.7 

32.8 

66.5 

Ekm 

69.5 

53.2 

Lumber. 

34.5 

55.2 

44.1 




Meat and Poultry. 

66.1 

48.8 

46.2 


53.7 

Paper. 

56.9 

57.9 

62.6 

* • • • 

93.4 

67.5 

Plumbing and Heating Supplies. 

36.0 

32.0 

69.7 

.... 

78.5 

54.1 

Retailers 







Clothing, Men’s and Boys’. 

50.4 

48.7 

43.7 

.... 

54.4 

49.3 

Department Stores. 

61.5 

66.2 

61.9 

49.5 

67.3 

59.3 

Furniture. 

47.3 

33.9 

33.1 

.... 


43.3 

Furniture, Installment. 

49.0 

49.0 

69.7 

...» 

64.9 

58.2 

Women’s Specialty Shops. 

92.1 

82.3 

67.8 

60.1 

78.0 

74.1 
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Of the 23 divisions of manufacturing activity for which average ratios 
of total liabilities to tangible net worth over a spread of years have been 
determined, the highest ratio is shown by manufacturers of airplane parts 
and accessories with 139.9 per cent, followed by manufacturers of electri¬ 
cal parts and supplies with 93.0 per cent, manufacturers of stoves, ranges, 
and ovens with 80.5 per cent, and manufacturers of men^s and boys^ 
clothing with 79.1 per cent. Wholesalers of drugs and drug sundries 
top the wholesale trades with a 3-year average of 85.0 per cent, followed 
by wholesalers of cigars, cigarettes, and tobacco with 76.4 per cent. 
Women^s specialty shops have the highest 5-year average among the 
retail lines with 74.1 per cent, followed by department stores with 
59.3 per cent. Manufacturers of bedsprings and mattresses have the 
lowest ratio of total liabilities to tangible net worth with 38.G per cent, 
followed by integrated petroleum operators with 38.8 per cent. Of the 
39 lines in Schedule 22, only one has an average relationship of these 
two balance sheet items over the spread of years in excess of 100 per 
cent; only 8 are in excess of 75 per cent. 

Maxim 

From the figures in the preceding paragraph it is obvious that a ratio of 
total liabilities to tangible net worth in excess of 100.0 per cent is unusual. 
Rarely, if ever, should total liabilities of a commercial or industrial 
concern exceed the tangible net worth, as in such cases creditors have more 
at stake in a business enterprise than the stockholders or the owmers. 
The handicap of interest charges, especially where competitors have no 
such expenses, may become a critical burden. Wliere liabilities are 
in excess of tangible net worth, the management is proportionately 
handicapped. 

This maxim is a corollary to the one in the preceding chapter regard¬ 
ing the relationship between current liabilities and tangible net worth. 
If a commercial or industrial business enterprise has deferred liabilities, 
the total liabilities that may practically be carried may be moderately 
greater in the same line of business than another concern with only current 
liabilities, as the management has a longer period in which to make plans 
to meet or to solve its financial problems. 

THEORY AND PROBLEMS 

1. Give your interpretation of the term total liabilities as applied to a balance sheet. 
After you have given your interpretation, state for each of th(^ following items whether 
it would or would not be included in the computation of total liabilities: 
a. Minority interest 
h. Purchase money mortgage 

c. Accrued wages 

d. Unearned income 
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e. Depreciation on fixed assets 
/. Notes payable to bank 
g. Surplus 

2. Define (a) bottomry, and (6) respondentia. 

3. Describe briefly the high lights in the evolution of long-term obligations from 
colonial days to recent times. 

4. The Oil Refining Corporation has been engaged in manufacturing lubricants and 
greases for 18 years. From the following comparative figures compute the ratio of 
total liabilities to tangible net worth and give your interpretation of this ratio for 
each year. 

Oil Refining Corporation 
Comparative Figures for Years Ended April 30, 19— 

{€) {B) {A) 

Three Years Two Years One Year 

Ago Ago Ago 


Assets 


Cash. 

Accounts Receivable. 

Inventories. 

$ 16,972 

190,824 
127,203 
120,750 

$ 11,588 

130,202 
138,344 

$ 

244,873 

124,286 

36,876 

Marketable Securities. 


Current Assets . 

$ 455,749 

$ 280,134 

$■ 

406,035 

Plants and Property Account.... 

Investments. 

Prepaid and Deferred. 

Total . 

556,083 

11,455 

$1,023,287 

421,248 

300 
13,272 
$ 714,954 

L 

497,668 

300 

12,825 

916,828 

Liabilities 





Notes Payable, Bank. 

Notes Payable, Other. 

$ 108,725 
76,002 

90,302 

$ 33,366 

20,697 
12,500 
71,322 

$. 


Ijong-tenn Notes, Current. 

Accounts Payable. 

Accruals. 


49,000 

68,756 

5,384 

222,404 

15,000 

360,544 

Reserves for Fire Loss Replace¬ 
ment. 




Reserve for Contingency. 

Current Liabilities . 

15,000 
$ 290,029 

15,000 
$ 152,885 

r 

Long-term Notes. 

Total Liabilities . 

133,000 
$ 423,029 

112,500 
$ 265,385 

r 

106,450 

466,994 

Common Stock, Class A. 

Surplus. 

Total . 

870,000 

(,D)m,7i2 

$1,023,287 

870,000 

$ 714,954 

870,000 
(D)420,^e 
$ 916,828 

Net Working Capitol . 

Current Ratio . 

Tangible Net Worth . 

$ 165,720 
1.56 
$ 600,258 

$ 127,249 
1.86 
$ 449,569 

$ 

$ 

45,491 

1.07 

449,734 

Net Sales. 

$1,138,751 

$1,137,357 

$1,123,903 
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6 . The Building Products Corporation is engaged in manufacturing and selling 
various kinds and tjrpes of building products used in construction and in the fabrica¬ 
tion of many allied products. Post the following balance sheet on a columnar sheet 
of paper. In this process compute accurately (a) the current assets, (6) the current 
liabilities, (c) the net working capital, (d) the current ratio, (c) the tangible net worth, 
(/) the ratio of current liabilities to tangible net worth, and {g) the ratio of total liabil¬ 
ities to tangible net worth. Then give your interpretations of the ratios that you 
obtain in your computation of current liabilities to tangible net worth, and total 
liabilities to tangible net worth. 

Building Products Corporation 

Balance Sheet, December 31, 19— 


Assets 

Current Assets 

Cash in banks and on hand. $ 920,248 

Notes and accounts receivable 

Notes receivable—customers. $ 169,459 

Accounts receivable—customers. 1,931,459 

Other notes and accounts receivable. 136,258 

Salesmen's traveling advances and employees^ accounts 22,116 

$2,259,292 

Leas: Reserves for bad debts and allowances. 163,118 

2,096,174 

Advances (secured) and charges in respect of merchandise 

received on consignment for resale. 155,928 

Raw materials, products and supplies—at lower of cost or 

market. 1,778,828 

Total Current Assets. $ 4,951,178 

Investment in Subsidiary 

Class A and Class B preferred and common stock—at 
cost (no quoted market value available; equity based 

on balance sheet at Dec. 31, 19—). 3,366,805 

Miscellaneous Investments (including balances in closed 

banks), less reserve. 26,672 

Statutory Deposits (cash and securities at cost) with state 

and provincial authorities. 50,090 

Prepaid Expenses and Deferred Charges. 202,695 

Property, Plant and Equipment 
Operating plants and facilities: 

Land... $ 818,869 

Buildings, machinery, and operating equipment—at 

cost, less reserve for depreciation ($8,104,590.44)... 5,921,834 

Nonoperating plants and abandoned departments 

Land. 431,864 

Buildings, machinery and equipment—at cost or 
written down value, less reserve for depreciation 

($140,907.^). 130,518 

Gypsum depK>sits—as appraised, less reserve for deple¬ 
tion ($160,906.71). 3,489,088 

Timber concessions—at cost, less reserve for depletion 

($173,585.37). 879,770 

Water-power rights. 1 

11,671,944 

Good-will, Trade-marks, and Other Intangibles. 1 

$20,269,385 
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Liabilities 

Current Liabilities 

Accounts payable and accrued expenses. $ 666,229 

Interest accrued on funded debt... 167,125 

Taxes due and accrued. 112,023 

Provision for income and capital stock taxes. . 51,601 

Total Current Liabilities. $ 996,978 

Reserve for Contingencies. 25,011 

Funded Debt 

20-year 5% sinking fund gold debentures due in 10 years 
(sinking fund requirements $200,000 principal amount 
semiannually have been satisfied to and including next 

year). $9,100,000 

Purchase money mortgage bonds, 6%, due in 2 years.... 19,500 


9,119,500 

Capital Stock 

6% cumulative prior preference stock 
Authorized, 186,996 shares of $100 each 


Outstanding, 73,069.3 shares. $7,306,930 

Common 

Authorized, 1,000,000 shares of $1 each 

Outstanding, 625,340 shares. 625,340 

7,932,270 

Surplus 

Capital Surplus. $2,477,406 

Less: Deficiency on earned surplus... 281,780 

2,195,626 

?yoTEs: 


1. During the year, the equity in subsidiary was 
decreased by the portion ($160,827) of the net loss of 
that company applicable to Building Products Cor¬ 
poration’s investment therein. 

2. Contingent liabilities—^none other than those covered 
by reserve for contingencies. 

3. Dividends on 6% cumulative prior preference stock in 
arrears—$767,227. 

4. The president of the corporation has been granted an 
option to purchase, during the next 3 years, an aggre¬ 
gate of 10,000 shares of authorized but unissued com¬ 
mon stock at $12 per share. 

$20,269,385 

6. From the point of view of creditors, can a business enterprise carry somewhat 
heavier liabilities if part of those liabilities represent some form of funded debt, than 
if all liabilities are current? ICxplain your answer. 

7. In a highly competitive business world, why does a substantial funded debt repre¬ 
sent a competitive handicap? 

8 . Discuss the complementary character of the following three ratios, pointing out 
the lack of effectiveness in obtaining the complete picture in particular situations by 
the use of only one of these ratios: (a) current assets to current liabilities, (b) current 
liabilities to tangible net worth, and (c) total liabilities to tangible net worth. 

9. What maxim regarding total liabilities is to be followed generally in analyzing the 
affairs of commercial and industrial concerns? 














CHAPTER IX 


FUNDED DEBT TO NET WORE3NG CAPITAL 

As explained in the previous chapter, for the purposes of anaylsis 
a funded debt comprises all debts the maturity of which is more than 1 
year distant from the date of the balance sheet. An open mortgage 
with no maturity is a current liability. A funded debt is also popularly 
termed a deferred or long-term liability. 

A promissory note running for 2 years would be a funded debt during 
the first year and a current liability during the second year. Probably 
the most common form of funded debt is the mortgage on real estate 
and buildings, a form of long-term liability used by individuals and small 
business enterprises as well as by large corporations. Technically, the 
instrument is more properly called a bond and mortgage, the bond being 
the promise to pay and the mortgage being the security for the funds 
borrowed. 

Most funded obligations of large business enterprises are known as 
corporation bonds. They are of wide and infinite varieties. Corpora¬ 
tion bonds are instruments promising to pay a stipulated sum of money 
at a definite future time. They are essentially long-term promissory 
notes. In the eyes of the law, a bond is a contract setting forth the terms 
and the conditions under which an obligation is assumed. Corporation 
bonds generally are transferable although it is not unusual for registra¬ 
tion to be necessary to prove ownership. Moreover, a corporation bond, 
in contrast to a real estate mortgage, is usually divisible into small 
parts. 

IMPORTANT FEATURES OF LONG-TERM SECURITIES 

Funded or long-term liabilities arc classified according to imderlyiug 
security as unsecured, first mortgage, second mortgage, third mortgage, 
general mortgage, guaranteed, collateral trust, debenture, income, land 
grant, prior lien, convertible, and consolidated. They are also classified 
according to the payment of interest as unconditional, registered, regis¬ 
tered coupon, coupon, participating, and income.^ 

1 For a comprehensive list of long-term securities with various features which 
depart from the generally accepted pattern, such as modifications of the unqualified 
right to a fixed interest payment on fixed dates, modification of the unqualified right 
to repayment of a fixed principal amount on a fixed date, participating and con¬ 
vertible issues, long-term securities with stock purchase warrants, and issues with a 
voice in the management, see Benjamin Graham and David L. Dodd, Security Analy¬ 
sis, 1st ed., pp. 619-626 (McGraw-Hill Book Company, Inc., New York, 1934). 
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It is extremely important for the analyst to ascertain what security, 
if any, is pledged on long-term liability. The pledge of any assets, in 
case of financial diflSculty, means that certain creditors have prior claims 
over others, and the understanding of these various claims, before an 
involved situation arises, is the basis of many analyses. Often the real 
estate and buildings are so pledged as underlying security. Of less 
frequency, all or part of the current assets are also pledged; unfortunately, 
this information rarely appears in the balance sheet, in a footnote, or, 
in audited figures, in the certificate. It can always be secured by a study 
of the indenture. The pledge of current assets to secure long-term 
creditors is of particularly vital interest to current creditors, who must 
look primarily to the current assets for repayment. 

Indentures covering many long-term issues of commercial and indus¬ 
trial corporations also contain supplementary provisions to the effect 
that the debtor must maintain a certain minimum ratio of current assets 
to current liabilities, a certain minimum ratio of total liabilities to net 
worth, or a certain minimum ratio of funded debt to net working capital. 
Where any such provision is included, the indenture also contains very 
carefully worded definitions for computing the current assets, the current 
liabilities, the total liabilities, or the net worth. 

In case any provision in an indenture is broken, intentionally or 
unintentionally, then the trustees of the funded debt may take appro¬ 
priate action to protect the interests of the owners of the obligations. In 
years gone by such action was rarely taken except at the request of holders 
of a certain percentage of the issue, but more recently, under the sponsor¬ 
ship of the Securities and Exchange Commission, there has been develop¬ 
ing an attitude that trustees may well be held responsible if they fail to 
take appropriate action to protect the interests of the owners of such 
securities. The existence of these provisions has a distinct bearing 
on the analysis of the figures of a particular business where a receiver 
might suddenly be appointed to protect the interests of all creditors. 
The majority of funded obligations also contain provisions which accel¬ 
erate the maturity, after proper legal action, if interest, indenture provi¬ 
sions, sometimes a serial maturity, or a sinking fund provision, is in 
default. 

Most long-term securities of commercial and industrial business 
enterprises have a life ranging from 5 to 25 years, and many issues are 
reduced by yearly serial maturities. If operations are sufficiently 
profitable and all or the greater part of the profits are kept in current 
assets, serial maturities are met from year to year without difficulty. 
When, however, substantial losses are assumed or net profits are rein¬ 
vested in fixed or miscellaneous assets, the ability to meet serial maturities 
tends to become more and more strained. When the balance of a 
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serial issue, or the entire principal of a funded debt, falls due after several 
years of unprofitable operations, the problems of meeting, extending, 
or renewing the obligation are sufiScient to test the ingenuity of any 
management. 

Railroads and public utilities have outstanding issues of funded 
obligations that are far longer than any issue of commercial and indus¬ 
trial corporations. The West Shore Railroad Co., for example, author¬ 
ized an issue of $50,000,000 four per cent first mortgage bonds in 1886, 
due 475 years later, in the year 2361. On December 31,1947, $47,449,500 
of this issue was in the hands of the public. The Elmira & Williamsport 
Railroad Company authorized an issue of $570,000 five per cent bonds in 
1863 due 999 years later, in the year 2862. On December 31, 1947, 
$569,500 of this issue, the interest of which in the meantime had been 
guaranteed by the Pennsylvania Railroad Company, was outstanding. 

Even these rather distant maturities are exceeded by an outstanding 
issue of 4 per cent consolidated debentures authorized by an act of the 
Canadian Parliament passed in 1899 and subsequent acts in the name of 
the Canadian Pacific Railway Company which are perpetual and noncall- 
able. The total authorized amount of this perpetual issue is $471,171,- 
229; of this amount $295,438,229 was in the hands of the public on 
December 31, 1947, and $30,418,500 was pledged to secure other issues. 
The Public Service Corporation of New Jersey likewise has outstanding a 
similar issue of perpetual bonds known as 6 per cent certificates. Of an 
authorized issue of $20,200,000 dated May 1, 1903, $18,195,610 was out¬ 
standing on December 31, 1947. 

ILLUSTRATIONS OF RELATIONSHIPS 

Occasional issues of funded debt are convertible into preferred or 
common stocks at certain rates of conversion for definite periods of 
time, a feature which may turn a debt into capital under the right price 
relationship of the particular securities and so create a stronger cor¬ 
porate financial structure. Other issues occasionally are sold with 
stock purchase warrants attached, a feature which under the right price 
relationship with the stock would not convert the debt into stock, but 
would provide some additional capital funds. 

The study of these features, along wdth explicit information regarding 
various assets pledged as security to a particular issue of funded securi¬ 
ties and full information regarding restrictive provisions in the indenture 
and serial maturities, if any, are pertinent features^ in the analysis of a 

* See Guthmann, Harry G., and Herbert E. Dougall, Corporate Financial 
Policy j pp. 111-183 (Prentice-Hall, Inc., New York, 1940); Buchanan, Norman S., 
The Economics of Corporate Enterprise^ pp. 106-136 (Henry Holt and Company, Inc., 
New York, 1940); Dewing, Arthur Stone, The Financial Policy of Corporations^ 
3d rev. ed., pp. 6S-124 (The Ronald Press Company, New York, 1934). 
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balance sheet. Situations of this nature will not arise in the cases to be 
considered in this chapter; they exist only with the larger issues of securi¬ 
ties which have been distributed to the public. For every issue of this 
nature, the analyst will run across 100 situations where a simple real 
estate mortgage will be the only funded debt in the balance sheet. 

Manufacturer of Kitchen Equipment 

The Kitchen Equipment Manufacturing Corporation is engaged in 
manufacturing ranges, cooking apparatus, and sterilizing and laboratory 
equipment. For its type of business it is a relatively small enterprise. 
Sales are made to institutions, colleges, hospitals, clubs, steamship 
companies, and various divisions of the Federal armed services, generally 
on open-account terms of 30 days net. 

The business was established in 1871. Over the years, substantial 
net profits were realized and the tangible net worth was increased by 
the reinvestment of a representative part of the earnings. Several years 
ago, a recession spread across the country and the tangible net worth 
decreased from $205,671 to the $50,021 reflected in the balance sheet of 
year C, During these difficult years, several of the ofiicers died, some 
dividends were paid, and other concerns in the same industry developed 
competitive lines of merchandise which seemed more adapted to the 
changing needs of the times. By year A, the new young management 
had brought about some change. The comparative financial condition 
for the last 3 years is shown in Schedule 23. 

For year C a net loss of $1,396 was sustained. For year B the loss 
had decreased moderately to $1,090. For year A a remarkable change 
took place. Net sales increased from $168,167 in year B to $274,346 
in year A, bringing about surprising net profits of $18,270, of which $15,- 
270 was retained in the business and $3,000 was paid out in dividends. 
In the latter part of year B a contract for $150,000 of equipment had been 
obtained from the War Department. This contract was completed in 
year A and was the basic reason for the very successful operations. 

The figures disclosed current liabilities for year C of $19,104, and 
for year B of $16,417. Current liabilities of these amounts were moderate 
compared with the current assets and as a result the current ratio was 
quite satisfactory for both years. The current debt was also in satis¬ 
factory relationship with the tangible net worth; in year C the current 
liabilities amounted to 38.2 per cent of the tangible net worth, and in 
year B to 33.5 per cent. 

In addition to the current liabilities, however, a mortgage debt of 
$58,200 in year ( 7 , and of $56,400 in year B, appeared in the figures. Of 
the funded debt $1,200 was due and payable yearly, and that sum accord¬ 
ingly was included in the current liabilities. Between these 2 years 
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Schedule 23] Kitchen Equipment Manufacturing Corporation 

_Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

i.B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 




Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets . 

.... $ 6,813 
1,242 
.... 18,309 

.... 13,609 

.... $ 39,973 

$ 6,374 
2,110 
17,111 
13,949 
$ 39,544 

$ 5,914 
821 
65,113 
27,178 
$ 99,026 

Plant and Equipment, Net. 

Cash Value of Life Insurance. 

Prepaid Expense. 

Total. 

.... 81,820 
3,802 
1,730 
.... $127,325 

75,838 

4,334 

2,032 

$121,748 

71,582 

4,618 

1,670 

$176,896 

Liabilities 




Notes Payable for Merchandise.... 

Accounts Payable. 

Accruals. 

Mortgage Payable, Current. 

Rent Payable. 

... $ 4,270 
8,704 
2,855 
1,200 
2,075 

$ 2,277 
7,974 
2,891 
1,200 
2,075 

$ 8,101 
44,083 
4,111 
1,200 

Current Liabilities . 

... $ 19,104 

$ 16,417 

$ 57,495 

First Mortgage. 

Total Liabilities . 

... 58,200 

... $ 777304 

56,400 
$ 727817 

55,200 

$112,695 

Common Stock. 

Earned Surplus. 

Totai.. 

... 58,820 
... {D)8,799 
... $i27,325 

58,820 

{D)9,889 

$121,748 

58,820 

5,381 

$176,‘89~6 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

... $ 20,869 

2.09 
... $ 50,021 

$ 23,127 

2.41 
$ 48,931 

$ 41,531 
1.72 
$ 64,201 

Net Sales. 

Net Profit. 

Dividends. 

... $176,515 
... {L)1,S96 
None 

$168,167 
{L)l ,090 
None 

$274,346 

18,270 

3,000 


$1,800 was actually retired. In year A, this long-term debt was reduced 
by the customary $1,200. The deferred debt was very heavy for both of 
these years. The 3-year comparison of the first mortgage debt with the 
net working capital appears as follows: 


Year C Year B Year A 

First Mortgage Debt. $58,200 $56,400 $55,200 

Net Working Capital. 20,869 23,127 41,531 


Ratio of Funded Debt to Net Working 
Capital. 278.4% 243.8% 132.9% 
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In year C, comparison of the deferred portion of the first mortgage 
debt to the net working capital of $20,869 was materially out of line, the 
funded debt being 278.4 per cent of the net working capital. Obviously, 
if the Kitchen Equipment Manufacturing Corporation had been unable 
to obtain a mortgage loan during its immediately preceding difficult 
years, the net working capital would have disappeared and the business 
would have faded from the industrial picture. 

By the end of year 5, the mortgage debt had been decreased by the 
stipulated yearly payment of $1,200 and an additional $600, reducing the 
deferred portion of the funded debt to $56,400. At the same time the net 
working capital increased moderately from $20,869 to $23,127, notwith¬ 
standing the net loss for the year, by the earned depreciation which 
reduced the net valuation of the plant and equipment from $81,820 to 
$75,838. The trend of these two items reduced the ratio of the funded 
debt to the net working capital from 278.4 per cent to 243.8 per cent. 

In year A, great improvement took place. The funded debt was 
reduced by the annual installment of $1,200 while the net working capital 
expanded from $23,127 to $41,531 as a result of the earnings of $15,270 
retained in current assets and the earned depreciation for the year. The 
ratio of the two critical items now dropped to 132.9 per cent and, although 
still heavy, was finally on the way to make a fairly respectable comparison. 

Condensed Analysis .—This concern had run into a difficult period 
of several years when three officers had died and the management had 
devolved on inexperienced young men who had failed to realize the 
necessity of constant research to keep its products competitively attrac¬ 
tive. Losses were assumed on operations year after year. During the 
first 2 years of these losses, the seriousness of the situation had not been 
realized and $16,000 had also been paid out in dividends. These pay¬ 
ments naturally aggravated the downward trend of the business. The 
losses for these 2 years alone, together with the dividends, resulted in a 
shrinkage of $28,000 in the tangible net worth. 

At this stage in the life history of the corporation, the directors decided 
that no more dividends would be paid until operations were on a prof¬ 
itable basis. The management took hold in the traditional manner by 
reducing wages, cutting salaries, and keeping expenses down in every 
possible manner. This program meant almost the complete elimination 
of the research so essential in any progressive manufacturing business. 
Operations continued on an unprofitable basis and in year F the concern 
was unable to meet its merchandise invoices, as the net working capital 
had been almost eliminated. In this situation a first mortgage loan of 
$61,800 was obtained from a life insurance company on the real estate, 
plant, and equipment, repayable $1,200 each year for 10 years and the 
balance at maturity. The mortgage loan was granted by the insurance 
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company, not on the financial responsibility of the corporation, but on 
the security of the real estate, plant, and fixtures, as the real estate was 
centrally located and would amply protect the lender if it became neces¬ 
sary to foreclose on the property. 

With these funds the net working capital of the KitchenEquipment 
Manufacturing Corporation was temporarily rehabilitated, but by year C 
affairs had drifted into an even more serious state. The net depreciated 
value of the fixed assets was carried at $81,820, which was $31,799 in 
excess of the tangible net worth, a relationship, as described in Chap. X, 
which is very much out of line. The current liabilities of $19,104 and 
the mortgage debt of $58,200 amounted to total liabilities of $77,304, 
which was 54.6 per cent in excess of the tangible net worth and, as was 
shown in Chap. VIII, also very much out of line. 

The outlook was dark and gloomy. Year B provided no encourage¬ 
ment; the downhill trend continued. Net sales amounted to $168,167 
and on this low volume were below the break-even point even on the 
reduced expenses. Current liabilities of $16,417 were in healthy relation¬ 
ship with the current assets and with the tangible net worth. But this 
was only part of the picture. Total liabilities amounted to $72,817 and 
represented 148.8 per cent of the tangible net worth of $48,931. The 
unbalancing features were heavy fixed assets, excessive total liabilities, 
and unprofitable operations on shrinking sales. In view of the low 
volume of business, it is obvious that current liabilities would not fluctuate 
greatly during these particular years as there would be no particular season 
of heightened activity. 

Suddenly a substantial order was obtained from the War Department; 
net sales spurted to $274,346 in year A and on this increased ac^tivity 
an exceptional profit was recorded. Fortunately all but $3,000 of the 
earnings was retained in the business. It would have been sounder 
policy to have paid no dividends, to have kept even the $3,000 in the 
business, or possibly to have used it to anticipate payments on the 
funded debt. 

As a result of the increased net sales, the current liabilities increased 
between year B and year A from $16,417 to $57,495 to carry the increased 
receivables. An aging of these receivables indicated that they were in 
healthy shape, an indication which was confirmed by the fact that $52,914 
was received during the first month following the date of the fiscal balance 
sheet of year A. The heavy current liabilities were thus in the nature 
of a seasonal liability, and as the peak of the season passed and the 
receivables were collected, the funds were used to reduce the current debt 
to a normal amount. 

Over the years of the comparative figures, no funds were borrowed 
from any bank and a representative item -appeared on each financial 
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statement of Notes Payable for Merchandise. In the investigation it was 
learned that the depository bank considered the risk unsound on any basis 
and would grant no credit. To finance itself in the absence of bank 
credit, it had been necessary to purchase some merchandise on long 
terms of 3 to 6 months, and notes were given in these situations. Here 
was a further indication of the financial weakness. 

At the end of year A, the figures presented a striking improvement 
compared with the condition at the end of the two preceding fiscal years. 
Much, however, still needed to be done to bring affairs into a really 
healthy shape. Not until the fixed assets represent no more than 60 
per cent of the tangible net worth, the total liabilities no more than 100 
per cent of the tangible net worth, and the funded debt no more than 
the net working capital, should the management cease to worry. The 
problem was one of obtaining an annual volume of business in excess of 
$225,000, as on sales of that amount profits could be earned and, if 
retained in the business, would continue to improve the internal finan¬ 
cial structure. 

Finisher of Piece Goods 

In 1908 the Dye Works Company, Inc., was organized in New Jersey as 
a merger of two established corporations. Five other competitors were 
taken over from time to time until year //, when the corporation was 
operating on a paid-in capital of $7,500,000 six per cent cumulative 
preferred stock, par value of $100, and $1,125,000 common stock par 
value of $25. By year D, a tremendous deficit in the surplus account had 
been built up; to eliminate this deficit, the value at which the outstanding 
preferred stock was carried on the books was reduced from $7,500,000 to 
$1,000,000 and the par value changed from $100 per share to no par. 

This business is fundamentally a service enterprise. Operations 
consist of dyeing, printing, finishing, and weighting silk, rayon, cotton, 
and mixed fabrics and yarns. In recent years approximately 75 per 
cent of the goods processed has consisted of rayon acetates, and the 
remainder chiefly of silks with some cotton goods. Comparative figures 
which indicate that operations have been carried on under evident 
financial handicaps appear in Schedule 24. 

No sales figures were available for any of these 3 years. Tremendous 
losses were incurred, ranging from $1,743,032 for year C to $540,045 in 
year A. As a result, the tangible net worth shows a steady reduction 
between year C and year A from $2,704,030 to $1,611,259, or 40.5 per 
cent. For each of the 8 years ending year A, moreover, a loss had been 
assumed. Aggregate losses for this decade amounted to somewhat over 
$7,000,000. Here is an outstanding example of unprofitable operations 
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due to the single fact that the management signally had failed to keep 
up with the times. 


[Schedule 24] Dte Works Company, Inc. 

Comparative Figures for Years Ending December 31, 19— 



(C) 

Three Years 

Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

$ 

48,514 

$ 59,067 

$ 20,556 

Accounts Receivable. 


267,718 

136,664 

156,877 

Inventory. 


250,800 

233,681 

221,811 

Current Assets . 

$ 

567,032 

$ 429,412 

$ 399,244 

Land, Buildings, and Machin- 

cry. 


3,171,193 

2,921,190 

2,689,903 

Miscellaneous Receivables.... 


25,949 

7,412 

9,054 

Investments. 


876,250 

698,952 

604,621 

Deferred Charges. 


43,251 

27,502 

4,036 

Good Will. 


1 

1 

1 

Total. 


4,683,676 

$4,084,479 

$3,706,859 

Liabilities 

Notes Pay. for Equipment. .. 

$ 

15,600 

$ 5,437 

$. 

Other Notes Payable. 



11,458 

12,437 

Accounts Payable. 


173,850 

86,177 

164,451 

Accruals. 


263,185 

75,917 

112,436 

Current Liabilities . 

$ 

452,635 

$ 178,989 

$ 289,324 

First Mortgage I^oan. 


1,527,010 

1,754,185 

1,806,275 

Total Liabilities . 

$ 

1,979,645 

$1,933,174 

$2,095,599 

Preference Stock. 


1,000,000 

1,000,000 

1,000,000 

Common Stock. 


1,125,000 

1,125,000 

1,125,000 

Earned Surplus. 


579,031 

26,305 

(D)S13,740 

Total. 


4,683,676 

$4,084,479 

$3,706,859 

Net Working Capital . 

$ 

114,397 

$ 250,423 

$ 109,920 

Current Ratio . 


1.25 

2.40 

1.37 

Tangible Net Worth . 

$ 

2,704,030 

$2,151,304 

$1,611,259 

Net Sales. 



$. 

$. 

Net Profit. 

(.L)l,74S,OSZ 

(.L)BBZ,7Ze 

(L)SiO,0iB 

Dividends. 


None 

None 

None 


In year E, the tangible net worth dropped below the net depreciated 
value of the fixed assets. These assets consisted largely of five separate 
and distinct plants, all of which had been operated at the peak of activity. 
Now only one plant is in use. A 10-year loan secured by a first mortgage 
on real estate, plants, and equipment was obtained from the Reconstruc- 
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tion Finance Corporation in year E to keep the business in operation. If 
that loan had not been obtained the corporation would have been forced 
into bankruptcy and liquidated. Additional long-term loans were also 
obtained from the Reconstruction Finance Corporation in year D and 
year C. Since year C, the corporation has found it impossible to meet 
the interest charges at the rate of S}4 per cent per annum, and these 
charges have been deferred and added to the outstanding mortgage 
loan. The deferred debt accordingly increased from $1,527,010 in year 
C to $1,754,185 in year R, and finally to $1,806,275 in year A. 

For^ach of the 3 years under review the net working capital had been 
nominal, reaching a low point of $109,920 in year A. If the interest 
charges on the outstanding mortgage debt for year B and year A had not 
been deferred, the net working capital would have been wiped out and 
a deficit would have appeared. The relationship between the funded debt 
and the net working capital for these 3 years is as follows; 


Year C 

First Mortgage Loan and De¬ 
ferred Interest. $1,527,010 

Net Working Capital. 114,397 

Ratio of Funded Debt to Net 
Working Capital. 1334.8% 


Year B 

$1,754,185 

250,423 

700.5% 


Year A 

$1,806,275 

109,920 

1643.5% 


Many business enterprises, as we have learned, make a gradual 
reduction in the amount of outstanding funded debt with serial maturities 
or payments on account. It is sound business policy to do so. Here 
we find not a reduction but a steady increase in the funded debt as the 
financial situation became more and more embarrassed. The Dye Works 
Company, Inc., is actually being kept alive at the pleasure of the mort¬ 
gage holder. The deferred debt of $1,806,275 in year A is outstandingly 
excessive. 

Between year C and year B, the net working capital increased from 
$114,397 to $250,423 as a result of obtaining an increase in the mortgage 
loan and deferring the interest charges for the year. Between year B and 
year A the net working capital decreased from $250,423 to $109,920. 
If the interest charges on the mortgage loan for year A had not been 
deferred, the net working capital would have decreased an additional 
$52,090. 

Because of the very small net working capital, the ratio of funded 
debt to net working capital is extremely high, probably as high as will 
ever be seen in the examination of financial statements of industrial and 
commercial businesses. The ratio was 1334.8 per cent for year C, 700.5 
per cent for year J5, and 1643.5 per cent for year A, Generally, before 
a financial condition has reached such an extreme stage, a business 
enterprise will have ended its useful career. 
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Condensed Analysis .—The fundamental trouble with this corporation 
was a confident overexpansion program carried out by the operating man¬ 
agement many years ago. In that expansion program the officers 
received liberal salaries and paid little attention to budgetary operations. 
Suddenly a depression materialized and the annual volume of business 
shrank approximately 80 per cent within a 2-year period. The officers 
continued to draw their high salaries determined in a more rosy era and 
to give little attention to expenses, as there was a feeling that the depres¬ 
sion would be short-lived. 

At the same time that the volume of business decreased, proWems of 
handling the newly developed synthetic fabrics arose. The transition 
period from silk to synthetic fabrics required no additional equipment 
in the operation of the business. Research and experimental costs, 
however, were involved in developing new processes to handle the 
synthetics. While all silk fibers react in the same way to specific dyes 
and processes, synthetic fibers, which themselves are a product of chemis¬ 
try, vary in types and have different reactions to a particular dye or 
process. Thus it became necessary for finishers and dyers to develop 
their own dyes for each type of synthetic fiber, and this could only be 
done through extensive research and experimentation. This concern 
had been extremely slow in realizing the situation and in developing 
satisfactory dyes and processes. 

Each of the three comparative balance sheets contains an item of 
Investments which decreased from $876,250 in year C to $604,621 in year 
A. In this case, the investments presented no complications in the 
analysis. The item in each balance sheet represented the book value of 
four wholly owned but inac.tive subsidiaries, each of which in earlier 
and more affluent years had operated separate finishing plants. None 
of the subsidiaries had any liabilities. Each year the investment was 
progressively reduced as it became evident that the plants probably would 
not be reopened and that if they were sold, it would only be at consider¬ 
able loss and to concerns in other lines of business that could not use the 
buildings until extensive alterations had been made. 

The tangible net worth as determined on the comparative balance 
sheets in Schedule 24 included the investments on each statement date 
at their face value. It is probable that the investments were worth only 
a fraction of each figure in each balance sheet; to the extent that this 
item might have been overvalued, the tangible net worth was inflated. 
Even on this possibly inflated size of the tangible net worth, the fixed 
assets were excessive. In year C the net depreciated value of the fixed 
assets exceeded the book tangible net worth by 19.1 per cent, in year B 
by 35.8 per cent, and in year A by 66.9 per cent. The proportions were 
becoming steadily more excessive. The total liabilities represented 73.2 
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per cent of the probably inflated tangible net worth in year (7, 89.8 per 
cent in year J5, but by the time A had come around, 130.1 per cent. No 
proportion, however, was as excessively out of balance as the direct 
relationship between the funded debt and the net working capital. 

After several years had passed in careless wishfulness, the manage¬ 
ment awoke to its predicament. A heavy toll had been taken in the 
meantime, and the financial condition was clearly top-heavy with fixed 
assets that could only partially be used. The annual volume of business 
continued low, and it was apparent that the management was using 
oxygen to keep the business alive. This had been done with the aid of 
loans obtained indirectly from the Federal government. Without these 
funds, the concern would long ago have joined the great number of busi¬ 
ness enterprises whose managements have been unable to keep up to 
date with revolutionary and evolutionary technological changes. 

Manufacturer of Pipe Fittings 

Here is a business which was founded in 1846 at Providence, R.I., under 
the firm name of Murray & Franklin. In 1876 the enterprise was incorpo¬ 
rated as the Valve & Pipe Manufacturing Co., Inc. Over the years 
operations were successful and the corporation became one of the leaders 
in the manufacture of pipe fittings in steel, malleable iron, cast iron, 
bronze, and nickel alloy, as well as extensive producers of valves and 
pipe tools of the Stillson wrench type. In 1933 operations became 
affected by the steady drop in sales. Inability to earn carrying charges 
on $9,000,000 of outstanding 6 per cent first mortgage bonds eventually 
culminated in the filing of a petition in bankruptcy in 1938 under Section 
77b of the Bankruptcy Act. 

A reorganization subsequently took place under which the holders of 
the outstanding 6 per cent first mortgage bonds were given 4 per cent 
first mortgage bonds for both principal and unpaid interest. New 
management assumed control of operations, aggressiveness was put into 
the sales force, and expenses were radically reduced. Earnings began to 
materialize on the steadily increasing volume of sales, so that not only 
were funds available to pay the interest on the new bonds but substan¬ 
tial net profits were available to pay dividends to stockholders, and to 
build the net working capital. These trends are readily recognizable 
in the comparative figures in Schedule 25. 

The tangible net worth figure of $4,503,292 in year C was arrived 
at by adding together the outstanding 6 per cent cumulative preferred 
stock of $614,110, the common stock of $3,394,080, the capital surplus of 
$912,187, and deducting from that total the item of Patents and Good Will 
carried at $23,693 in the assets, and the deficit in the earned surplus 
account of $393,392. In year B the deficit in earned surplus was changed 
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[Schedule 25] Valve k Pipe Manufacturing Co., Inc. 

_Comparative Figures for Years Ended December 31, 19—_ 



(O 

Three Years 

Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets . 

$ 458,612 

212,324 
1,226,231 
4,354,359 
$ 6,251,526 

$ 456,068 

270,330 
1,803,311 
5,573,251 
$ 8,102,960 

$ 854,099 

220,320 
4,001,340 
6,812,107 
$11,887,866 

Plants and Equipment, Net. 
Miscellaneous Receivables... 

Suspense Debits. 

Investments. 

6,990,474 

200,887 

42,438 

198,252 

23,693 

7,014,068 

180,175 

154,019 

28,888 

67,595 

21,950 

7,121,502 

114,879 

69,336 

Prepaid Expenses. 

Patents and Good Will. 

102,571 

20,205 

Total.. 

$13,707,270 

$15,569,655 

$19,316,359 

Liabilities 




Due to Banks. 

Accounts Payable. 

Accruals. 

Reserve for Federal Taxes. . 
Current Liabilities . 

S 700,000 
503,451 
395,459 
33,000 
$ 1,631,910 

$ 1,200,000 
762,921 
580,140 
347,772 
$ 2,890,833 

$. 

1,086,763 
1,076,973 
3,395,000 
$ 5,558,736 

4% First Mortgage Bonds. .. 
Total Liabilities . 

7,548,375 
$ 9,180,285 

7,148,075 

$10,038,908 

6,610,480 

$12,169,216 

6% Cumulative Pref. Stock. 

Common Stock.. 

Capital Surplus. 

Earned Surplus. 

614,110 

3,394,080 

912,187 

{D)393,392 

619,120 

3,394,870 

930,723 

586,034 

619,120 

3,395,395 

931,786 

2,200,842 

Total. 

$13,707,270 

$15,569,655 

.$19,316,359 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$ 4,619,616 
3.83 
$ 4,503,292 

$ 5,212,127 
2.80 
$ 5,508,797 

$ 6,329,130 
2.14 
$ 7,126,938 

Net Sales. 

Net Profit. 

Dividends. 

$14,472,514 

250,192 

None 

$17,721,928 

1,089,426 

110,000 

$31,845,178 

1,994,808 

380,000 


into an actual surplus of $586,034. Consequently the only deduction 
from the sum of capital stocks and two surpluses in determining the 
amount of the tangible net worth for year B and year A was the item of 
Patents and Good Will, carried at $21,950 and at $20,205, respectively. 

Between year C and year B the net sales increased from $14,472,514 
to $17,721,928, or 22.5 per cent. Between year B and year A the volume 
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increased from $17,721,928 to $31,845,178, or 79.7 per cent. With the 
expanding volume came expanding net profits, $250,192 in year C, 
$1,089,426 in year B, and $1,994,808 in year A, For these 3 years the 
net profits aggregated $3,334,426 and all but $490,000 was reta^ed 
in the business. The deficit of $393,392 in the surplus account in year 
C was turned into an actual surplus of $2,200,842 by the end of year A. 

The tangible net worth increased 58.3 per cent between year C and 
year A, The net working capital increased a somewhat smaller per¬ 
centage, as part of the retained net profits was used to reduce the out¬ 
standing amount of first mortgage bonds. Over these 3 years the 
financial condition showed a steady increase in the current liabilities and 
the total liabilities. At the same time, a consistent decrease took place 
in the outstanding first mortgage debt. As a result, the relationship 
between the funded debt and the net working capital improved. Here 
is the trend in this interesting relationship: 


Year C 

4 Per Cent First Mortgage Bonds. $7,548,375 


Net Working Capital. 4,619,616 

Ratio of Funded Debt to Net 
Working Capital. 163.4% 


Year B 
$7,148,075 
5,212,127 

137.1% 


Year A 
$6,610,480 
6,329,130 

104.4% 


The fiscal figures for year C revealed $7,548,375 of outstanding 4 per 
cent first mortgage bonds. By the end of year B this deferred debt had 
been reduced to $7,148,075, a difference of $400,300; and by the end of 
year A to $6,610,480, a further difference of $437,595. Over these 2 
years the total reduction in the funded debt had amounted to $837,895, 
or 11.1 per cent. Simultaneously the net working capital expanded from 
$4,619,616 to $6,329,130, or 37.0 per cent. 

The trends in these two items show perfect improvement, a com¬ 
bination that only occasionally takes place. The funded debt was 
steadily reduced and the net working capital was steadily increased. The 
relationship of the funded debt to net working capital was heavy 
in year C with a ratio of 163.4 per cent. The improvement in both 
items is reflected in the reduction in this ratio to 137.1 per cent for year 
B, and in the still further reduction to 104.4 per cent for year A. 

At year C this ratio was so heavy that a fundamental question ex¬ 
isted regarding the financial soundness of this corporation. The im¬ 
provement in year B was somewhat reassuring but not until the figures 
for year A became available, showing that additional progress had been 
made instead of a slide backwards, was real evidence available that the 
new management had guided the affairs of the corporation almost out 
of the wilderness. 

Condensed Analysis ,—From the time of the reorganization of this 
corporation up to the end of year C, operations had not been successful. 
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Interest had been met on the outstanding 4 per cent first mortgage bonds, 
but after making these payments, a deficit had been created to the extent 
of $393,392. In year C net profits had amounted to $250,192 after all 
charges including interest, so it is evident that at the end of year D the 
deficit in the surplus had amounted to $643,584, not a very attractive 
financial picture. 

This reorganization, like so many others, had represented a compro¬ 
mise between conflicting interests. The result was a situation unbal¬ 
anced by heavy fixed assets and a very substantial funded debt. The 
current debt was kept to a moderate figure over all these years, an 
absolute necessity in any serious attempt to work out such an unbalanced 
situation. Suddenly, in year B orders for war equipment were obtained 
from Great Britain, and in year A from the Federal government. These 
expanding orders now jjrovided the net profits to improve the basic 
financial condition rapidly and materially by redeeming a portion of the 
funded debt, and by keeping the greater portion of the remaining net prof¬ 
its in the business to increase the net working capital. At the end of 
year C, the outlook of this corporation was not particularly bright; at 
the end of year A, the sky was rosy with only a few fleecy clouds. 

The one large fleecy cloud was the relationship between the total 
liabilities and the tangible net worth. The relationship between the 
current assets and the current liabilities was satisfactory on each state¬ 
ment date. Likewise, the relationship between the current liabilities 
and the tangible net worth was satisfactory. As the volume of sales 
increased, the current liabilities increased at a much faster rate than the 
decrease in the funded debt. Consequently the total liabilities expanded 
from $9,180,285 in year C to $10,038,908 in year B, and finally to $12,- 
169,216 in year A. As the tangible net worth was expanding at a faster 
rate than the total liabilities, a gradual improvement was taking place in 
the relationship between these two items. In year C, the ratio of total 
liabilities to tangible net worth was 204.0 per cent, in year B 182.3 per 
cent, and in year A 170.8 per cent. At this figure the relationship was 
still excessive, but the trend was in the right direction. 

This is a splendid example of how a capable management under 
propitious circumstances is able to make a real improvement in a weak 
financial situation. Many corporations which come out of a reorganiza¬ 
tion with a financial condition as unbalanced as this concern go downhill 
steadily and become bankrupt a second time. This case is a worthy 
example of a corporation that had a hard struggle for several years to keep 
its head above water because of the handicap of an unsound financial struc¬ 
ture and then under favorable circumstances made real progress, although 
the condition is still unbalanced with excessive fixed assets and heavy 
total liabilities. 
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TYPICAL RATIOS OF FUNDED DEBT TO NET WORKING CAPITAL 

Where long-term liabilities exist, the funded debt of a commercial or 
industrial business enterprise should not exceed the net working capital 
if the financial condition is to be considered sound. The Kitchen Equip¬ 
ment Manufacturing Corporation, for example, at the end of year C, had 
a competitive disadvantage measured by the extent of interest charges 
on its funded debt plus depreciation charges on the proportion of its fixed 
assets which was heavier than the typical concern in its line. The entire 
interest charge on the funded debt was a competitive handicap, as the 
typical commercial or industrial business enterprise has no funded debt. 
In this case the interest charge had to be earned by the turnover of a net 
working capital of $20,869, which was only 35.8 per cent as large as the 
funded debt. It is frequently diflScult to earn these interest charges, 
together with amortization, year after year, but particularly so when the 
net working capital is less than the funded debt. A top-heavy funded 
debt generally insinuates itself surreptitiously into the financial condition 
of a commercial or industrial business enterprise. 

This situation is exemplified by the unprofitable operations of the 
Kitchen Equipment Manufacturing Corporation for the 5 years up to 
year A, by the unsound operations of the Dye Works Company, Inc., 
over an even longer period, and by the operations of the Valve & Pipe 
Manufacturing Co., Inc., for a series of years up to year C. Even paper 
mills, which traditionally have been financed partially with funded 
obligations, cannot stand the strain if the funded debt becomes excessive. 
The measure of excessiveness is not a comparison of the funded debt 
with the depreciated book value of fixed assets or with current earnings, 
which often fluctuate widely from one year to another, but with the net 
working capital. 

The managements of many business enterprises, particularly retail 
stores, feel that taxes on real estate and improvements, depreciation on 
buildings, and the interest charges on a funded debt that was issued to 
provide part of the funds to acquire the property are payments that are 
made in lieu of rent. Whether these aggregate charges are in excess of 
what would be a normal rent is a matter of comparing operating costs 
under both situations. The amount of the rent on leased quarters can, 
however, be revamped at the end of a lease. Where property is owned in 
fee, the above-mentioned charges are fixed. 

Real estate and buildings fluctuate in market value like all other 
commodities, and many business enterprises have become financially 
embarrassed by the drop in the value of real estate and buildings below 
the amount at which these assets were mortgaged. The only remedy 
to such a situation is a preventive one; the investment in fixed assets 
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[Schedule 26] Ratios of Fxmom ) Desbt to Net Wobkino Capital 


Percentage 


lines of Business Activity 



Median 


Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Manufacturers 







Airplane Parts and Accessories. 

39.2 

58.4 

60.4 


31.9 

47.5 

Automobile Parts and Accessories. 

62.5 

42.5 

32.4 

33.9 

51.6 

44.6 

Bakers. 

44.3 

55.0 

38.4 



46.0 

Bedsprings and Mattresses. 

41.5 

31.9 

37.7 


32.7 

46.0 

Breweries. 

81.7 

66.8 

57.8 

.... 


68.8 

Chemicals, Industrial. 

Clothing, Men’s and Boys’. 

61.5 

51.4 

14.4 

43.8 

34.2 


42^5 

52.2 

30.3 

Confectionery. 

75.2 

58.7 

30.0 



54.6 

Contractors, Building and Construction 

43.7 

31.4 

27.9 



34.3 

Electrical Parts and Supplies. 

8.2 

.... 

.... 

27.7 

43.3 

28.4 

Foundries. 

71.4 

61.8 

44.8 

31.0 

71.0 

56.0 

Furniture. 

60.1 

44.3 

30.7 


27.1 

40.5 

Hardware and Tools. 

60.7 

48.1 

38.8 


36.1 

45.9 

Machinery, Industrial. 

56.8 

40.4 

30.3 

48.1 

42.1 

43.5 

Meats and Provisions, Packers. 

78.5 

62.2 

52.9 


32.4 

53.3 

Metal Stampings. 

42.8 

39.4 

31.7 

26.7 

25.8 

33.3 

Paints, Varnishes, and Lacquers. 

69.1 

53.7 

39.5 


31.3 

46.9 

Paper. 

79.4 

61.1 

67.1 


46.4 

63.5 

Paper Boxes. 

65.4 

56.5 

41.5 

70.6 

47.8 

56.6 

Petroleum, Integrated Operators. 


58.9 

48.6 



35.6 

Printers, Job. 

73.1 

76.0 

67.9 



72.3 

Steel, Structural Fabricators (Sell on 







Short Terms). 

68.8 

46.5 

35.6 


• • • • 

50.3 

Stoves, Ranges, and Ovens. 

25.5 

25.1 

37.4 



29.3 

Wholesalers 







Automobile Parts and Accessories. 

43.4 

24.7 

18.0 

16.5 

14.1 

23.3 

Cigars, Cigarettes, and Tobacco. 

.... 

21.8 

69.7 



45.8 

Drugs and Drug Sundries. 

21.7 

15.5 



21.5 

19.6 

Electrical Parts and Supplies. 

Fruits and Produce, Fresh. 

44.0 


31.5 

33.4 

23.6 

33.8 

32.5 

Groceries. 

54.3 

43.5 

32.1 

42.3 

29.3 

40.3 

Hardware. 

35.1 

EliHSl 

48.5 

1 39.7 

30.7 

36.0 

Lumber. 

55.0 

43.7 

26.3 

25.0 


37.5 

42.0 

Meat and Poultry. 

50.0 

43.8 

32.1 


Paper. 

66.8 

mhwm 

33.6 


26.6 

42.5 

Plumbing and Heating Supplies. 

58.2 

38.0 

23.7 


63.0 

45.7 

Retailers 







Clothing, Men’s and Boys’. 

70.3 


39.5 


38.1 

51.2 

Department Stores. 

67.5 

53.5 

38.5 

21.3 

28.4 

41.8 

Furniture. 

32.4 

30.7 

21.7 


25.4 

27.6 

Furniture, Installment. 

59.3 

45.3 

46.1 


25.7 

44.1 

Women’s Specialty Shops. 


51.4 




53.4 

[ 
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should never exceed a certain percentage of the tangible net worth, and a 
funded debt should never exceed a certain definite fixed percentage of the 
net working capital. Then, although a loss may be taken if an unexpected 
situation arises, rarely is the loss so great as to force the concern 4nto 
bankruptcy. Moreover, if these relationships are adhered to, a margin 
exists so that the management will have a leeway for a reasonable period 
of time to change policies and to work out an unfavorable situation. 

Typical relationships of funded debt to net working capital are given 
in Schedule 26 for 23 lines of manufacturing, 11 of wholesaling, and 5 of 
retailing. Many of the lines of business activity for which typical ratios 
are given in other chapters had too few concerns with funded debts over 
the years to determine typical relationships between funded debt and net 
working capital. In many of the lines, sufiicient concerns with funded 
obligations have been studied only in certain years over the 5-year period, 
and not in all the years to determine these ratios. 

Of the 39 divisions of industrial and commercial activity for which 
average ratios of funded debt to net working capital have been determined 
over a spread of years, the highest ratio is shown by job printers with 
72.3 per cent. This statement does not mean that most job printers 
show this relationship. Certain printers, as a matter of fact, have no 
long-term liabilities whatsoever. The line of business activity with the 
next highest average is breweries with 68.8 per cent, and the third is 
manufacturers of paper with 63.5 per cent. Wholesale manufacturers 
of cigars, cigarettes, and tobacco lead the wholesale trades with an 
average of 45.8 per cent. Women’s specialty shops with 53.4 per cent 
have the highest 5-ycar average among the retail lines. 

Maxim 

The examination of thousands of balance sheets in all lines of industrial 
and commercial activity has led to the conclusion that rarely, if ever, 
should the aggregate of funded liabilities exceed the net working capital. 
Where the funded debt is heavier, the relationship invariably is unbal¬ 
anced. Under such circumstances, the entire capital of a business enter¬ 
prise is tied up in noncurrent (slow) assets, and the concern must operate 
currently, from day to day, on long-term borrowed funds. Interest and 
amortization become a burden, often too great a burden to be carried in 
a world of competitive capitalism, fluctuating sales, and constantly vary¬ 
ing gross margins of profit. 

THEORY AND PROBLEMS 

L The Screw & Bolt Corporation manufactures an extensive line of screw and bolt 
products. Set up the balance sheet as shown on page 268 on a columnar sheet of paper, 
computing (a) current assets, (6) current liabilities, (c) total liabilities, (d) net work¬ 
ing capital, (e) current ratio, and (f) ratio of funded debt to net working capital. 
Then give your interpretation of the ratio of funded debt to net working capital. 
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Screw & Bolt Corporation 
Balance Sheet, December 31, 19— 


Assets 

Current Assets 

Cash in banks and on hand. 

Marketable securities, at cost. $ 359,510 

Less: Reserve for excess of cost over quoted 

market values. 310,267 

Accounts receivable—Trade. $ 361,419 

Less: Reserves. 5,703 

Inventories, certified by officials as to quanti¬ 
ties and condition 

Raw materials—Slower of cost or market. $ 742,047 

Supplies—lower of cost or market. 191,749 

Finished and semifinished products— 

normal cost, less than market. 1,103,328 

Miscellaneous accounts receivable. 

Receivable from employees. 


Amount Receivable from Officers and Directors 


Fixed Assets, at cost 

Land. 

Buildings. $2,876,158 

Machinery, equipment, and fixtures. 3,646,759 

$6,522,917 

Less: Reserve for depreciation. 3,595,412 

Uncompleted construction. 

Patents, at cost. 

Less: Amortization. 

Deferred Charges 


Prepaid insurance, taxes, expcuises, etc. 

Liabilities 

Current Liabilities 

Accounts payable—Trade. 

Accrued liabilities 

Pay rolls. 

Taxes, other than income taxes. 

Interest. 

All other. 

Sinking fund payment. 

Reserve for Federal income taxc .. 

Funded Debt 

Eleven-year first mortgage 41^4% bonds due 


May 1, 19— Authorized and issued. 

Less: Redeemed and canceled . $ 60,000 

Sinking fund payment due—trans¬ 
ferred to current liabilities. 60,000 

Capital Stock and Surplus 
Capital stock 


Authorized—2,000,000 shares of no par value. 

Issued—1,500,000 shares, stated at. 

Surplus 

Paid-in surplus. $3,823,994 

Earned surplus. 596,684 


$1,423,665 


49,243 

355,716 


2,037,124 

7,548 

14,175 $3,887,471 
56,600 

$ 842,757 


2,927,505 

18,937 3,789,199 
$ 50;009 

28,420 21,589 

63,096 

$7,817,955 

$ 199,054 

63,894 

102,346 

10,200 

59,248 

60,000 

2 2,535 $ 517,277 


$1,500,000 


120,000 1,380,000 


$1,500,000 

4,420,678 5,920,678 
$7,817,955 
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2. Give a definition or a comprehensive explanation of the meaning of funded debt 
as used in everyday practical financial statement analysis. 

8. State briefly what information you would obtain from the ratio of funded debt to 
net working capital. 

4. Funded debts, at times, are secured. Give the principal assets that are often 
pledged as security. Why is it essential to ascertain whether a funded debt is secured 
and what that security represents? 

6. Why is it desirable to study the indentures covering long-term issues of funded 
obligations of commercial and industrial corporations? 

6. The treasurer of the Cement Manufacturing Co., Inc., called on the vice-president 
of a bank in a central reserve city with the idea of opening an account by obtaining a 
loan from the bank. Among the financial schedules that the treasurer turned over to 
the banker was the following fiscal balance sheet. The vice-president asked the credit 
manager of the bank to post the figures on a comparative statement blank, make the 


Cement Manufacturing Co., Inc. 
Balance Sheet, December 31, 19— 
Assets 


Current Assets 

Cash in banks and on hand. $ 3,320,409 

Notes and accounts receivable 

Customers. $288,907 

Others. 12,660 


$301,567 

Less: Reserves. 63,693 

Inventories, as certified by responsible offi¬ 
cials for quantities and condition, at cost or 
market, whichever is lower 

Cement. $756,695 

Process stocks. 227,124 

Bags. 259,157 

Supplies. 177,298 


237,874 


1,420,274 


$ 4,978,557 

U.S. Government Securities, on deposit with State Work¬ 
men's Compensation Commission, at face value. 35,000 

Sundry Investments and Deferred Receivables, at esti- ' 

mated realizable values.. 26,326 

Fixed Assets, at reproduction cost, less depreciation, as 
appraised, plus subsequent additione^at cost, and less 
depletion and depreciation provided 

Land, buildings, machinery, equipment, etc. $34,799,834 

Less: Reserves for depletion and depreciation. 19,902,865 

$14,896,969 

Less: Balance of special reserve created out of capital 

surplus for elimination of appreciation. 7,859,902 

$ 7,037,067 

Investment in a foreign subsidiary (50% owned) whose 
only asset is land. 225,000 

7,262,067 
40,759 
$12,342,709 


Deferred Charges to Future Operations 
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LiABXLrmis 


Current Liabilities 

Accounts payable (trade). $ 72,380 

Accrued liabilities 

Salaries and wages. $ 28,204 

Taxes. 93,121 

Interest. 125,422 

AU other. 36,393 283,140 

Provision for Federal income taxes, and surtax on undis¬ 
tributed profits. 106,087 

$ 

First Mortgage Sinking Fund 5% Gold Bonds, Series A, 

Due September 15, 19—: 

Issued. $14,515,000 

Redeemed and canceled. 5,228,000 

$ 9,287,000 

Less: Held in treasury (of which it is estimated 
$449,000 principal amount will be retired through 
sinking fund during the next fiscal year). 2,120,000 


461,616 


7,167,000 

Reserve for Self Insurance (Workmen's compensation)... 149,335 

(Capital Stock and Surplus 
Preferred stock 

Authorized—125,000 shares without par value, enti¬ 
tled to $100 per share and accumulated dividends 

on involuntary liquidation. 

Issued—121,200 shares Series A, Convertible $5 
Cumulative (redeemable at $110 per share) stated 


at $25 per share. $ 3,030,000 

Common stock 

Authorized—587,500 shares without par value 

Issued—400,000 shares stated at $1 per share. 400,000 

$ 3,430,000 

Capital surplus. 951,935 

Earned surplus. 182,823 


_4,564,758 
$12,342,709 


following computations, and return the balance sheet with a brief interpretation of 
these four computations: (a) current ratio, (5) current liabilities to tangible net worth, 
(c) total debt to tangible net worth, and (d) funded debt to net working capital. 
Assume you are the credit manager of the bank. Post the figures, make the neces¬ 
sary computations, and, by interpreting the above four ratios, write your memorandum 
for the use of the vice-president in deciding whether the account should or should not 
be opened with a loan. 

7. When is a funded debt heavy in relation to the net working capital of a commercial 
or industrial business enterprise? 

















CHAPTER X 

FIXED ASSETS TO TANGIBLE NET WORTH 

In the development of accounting and credit practices a certain group 
of items in the balance sheet has come to be known as fixed assets. These 
assets, as explained in Chap. IV, consist primarily of real estate and 
buildings but also include many other items generally of a depreciable or 
depletable nature, such as machinery, equipment, tools, furniture, fix¬ 
tures, leasehold improvements, pipe lines, and rolling stock. These items 
represent a very substantial part of the tangible net worth of railroads, 
public utilities, pipe lines, and mining corporations. Although a some¬ 
what smaller percentage, they still represent a substantial part of the 
tangible net worth of manufacturers; they are a much smaller percentage 
of the tangible net worth of retailers, and an even smaller percentage in 
the case of jobbers, wholesalers, and financial institutions.* 

Modem life has been so influenced by the results of the industrial 
revolution that it is well-nigh impossible to conceive of a world without 
the machine. An era in which goods were produced by families in their 
homes, by artisans in their small shops, by small mills with the crudest of 
simple machinery “is more unreal in retrospect than the extravagances 
forecast for the coming centuries by a Jules Veme or an H. G. Wells.”* 
Economic wealth through the colonial era and well into the nineteenth 
century was measured primarily by actual material possessions, of which 
the most important were fixed assets represented first by real estate 
(mostly farm lands), and then by buildings, and in the world of business 
by ships, which were so absolutely essential in transportation and 
commerce. 

Until after the War or 1812 up-country freighting, that is, from the 
seaport cities and towns inland, was by pack horses and wagons; down- 
country freighting, that is, from inland settlements to the coasts, was 

> Statistics of Income for 1945 contains combined balance sheet figures for all 
corporations engaged in (1) manufacturing processes, (2) retailing, and (3) whole¬ 
saling. Computations from these combined balance sheets and supplementary 
tables indicate that all manufacturing corporations (78,216) for that year showed a 
ratio of depreciated capital assets, that is, fixed assets (which unfortunately also 
includes intangibles) to net worth of 39.2 per cent; all rdail corporations (65,770) a 
ratio of 29.3 per cent; and all wholesale corporations (33,899) a ratio of 15.6 per cent. 
Computed from a preliminary report in a press release of the Bureau of Internal 
Revenue, U.S. Treasury Department, July 8,1948. 

• Kirkland, Edward C., A History of American Economic Life, p. 83 (F. S. Crofts 
& Co., New York, 1939). 
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mostly by various types of vessels such as arks, sloops, barges, and keel- 
boats. Shortly after 1815, steamboats and canals transformed inland 
transportation in three ways: they cheapened the cost and shortened the 
time for carrying bulky freight to the interior; they connected formerly 
isolated transportation systems; and they opened to settlement country 
that had been previously unavailable because it was not accessible to 
natural waterways. Waterways were comparatively smooth avenues for 
commerce, while transportation over primitive roads offered daily adven¬ 
tures in which human ingenuity was tested by a constant variety of 
problems in getting freight over boggy roads and fords. 

So long as pack horses and wagons remained the only means of trans¬ 
porting merchandise inland, overland freight cost from 20 to 40 and 
even 60 cents a ton-mile, according to the condition of the roads and the 
distance covered. The saving effected by railways is sufficiently indi¬ 
cated by the single fact that transportation charges fell to 3 cents a ton- 
mile, or to about one-tenth the cost of wagon carriage. This radical 
revolution in transportation was accomplished within a single generation. 
The consequent sudden enlarging of markets gave a powerful incentive 
to the growth of manufacturing businesses with their relatively large 
investments in fixed assets.® 

Evolution of the Factory System 

The factory system of manufacture, with its large investment in fixed 
assets, obtained its first real foothold in the United States following the 
passage of the Embargo Act in December, 1807. Factories appeared in 
the textile industry, initiallyin the spinning of yarn, and then in 1814in the 
weaving of cloth. Shortly before the Civil War, this factory system had 
spread into the manufacture of wood and metal products which required the 
mechanical production of uniform and interchangeable parts such as the 
manufacture of firearms, agricultural implements, sewing machines, 
clocks, and watches. As the system spread, factory towns as Lowell, 
Lawrence, Holyoke, Fall River, Cohoes, and Paterson sprang up along 
the streams of New England and the Middle states. 

With the early consolidation of railroads, headed by the New York 
Central and the Hudson River lines in 1869 by Commodore Vanderbilt, 
impetus was given to large-scale production and commerce under the 

* In a volume of striking insight. The Coming Struggle for Power (Covici, Friedc, 
Inc., New York, 1933), John Strachey argues with convincing logic that the basic 
reason for the growth of the capitalistic system and the waging of important wars 
over the years has been the growth in and the struggle for the constant enlargement 
of the market. In this theory, Strachey would certainly have included the Second 
World War, which he forecast by clear implications. 

* Bogart, Ernest L., Economic History of the American People^ 2d ed., pp. 3S4-385 
(Longmans Green and Company, NewYork, 1935). 
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corporate enterprise which provided a medium of wealth in the form of 
corporate securities, stocks, and evidences of debts which, together with 
government securities of all classes, gradually appeared more interesting 
to the investing layman than real estate. The widespread colonial policy 
of investing in land now came to be represented by the broader investment 
in corporate securities; the corporations in turn proceeded to invest in 
fixed assets in the broad connotation of that term. In this development, 
the value of fixed assets in industry and commerce increased by leaps 
and bounds. 

Value of Fixed Assets 

In the following chapter we shall learn the various formulas and the very 
different dollar amounts at which the same physical quantity of inventory 
may be valued and carried in the balance sheet. In Chap. XXIV, we 
shall learn the reasons why many assets, including fixed assets, are often 
carried in balance sheets at figures above or below their ‘^actuar^ value. 
At this point, the analyst should be cautioned that the dollar amounts 
at which the various items comprising the fixed assets are carried in the 
balance sheet are relative and not absolute values, depending upon the 
method of valuation, that is, depreciated cost, market, replacement less 
depreciation, or liquidation. 

Cost Less Depreciation ,—The most general method of valuing fixed 
assets is cost or a modification of cost, that is, land at cost; machinery, 
tools, equipment, furniture, and fixtures at cost less depreciation; and 
buildings at cost plus capitalized improvements less depreciation. While 
this method of valuation has the virtue of consistency and is hallowed by 
age, the analyst must keep in mind that the basis is an accounting conven¬ 
tion which signally fails to measure current economic value. 

Cost might have been an inflated cost, or a deflated cost compared 
with the economic value at the date of the balance sheet. Improvements 
or betterments, instead of being capitalized, may have been charged to 
expense, while repairs and ordinary maintenance customarily charged to 
expense may have been partly or largely capitalized. Depreciation of 
depreciable assets may be too low, which would inflate the value of the 
fixed assets, or too high, which would mean that the item had a higher 
value than that carried on the books. Moreover, the technique or the 
standard of depreciation in use by a particular concern would affect book 
value. 

Market —Whereas merchandise is quite generally valued at “cost or 
market, whichever is lower, fixed assets are rarely, if ever valued on this 
basis. When a small or moderate-sized business enterprise is purchased, 
quite often the market value of the fixed assets is one of the components 
that go to make up the aggregate price to be paid for the business. In 
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practically all active business enterprises there is absolutely no connection 
between the value at which fixed assets are carried in the balance sheet 
and actual market value. 

Replacement Less Depredation .—When larger business enterprises 
are purchased, merged, or consolidated, it is often highly desirable as a 
practical business policy to ascertain the existing replacement value, less 
depreciation, of the fixed assets. Work of this nature is undertaken by 
appraisal companies. Quite often this valuation appears in the initial 
balance sheet after control has changed hands, or a merger or a con¬ 
solidation has taken place. Subsequent valuations as carried in succeed¬ 
ing balance sheets might depart from their economic value for the very 
same reasons that the valuation of cost less depreciation is different from 
economic value. 

The fact that fixed assets are often carried on the books at a figure 
below replacement less depreciation provides a realistic advantage, as in 
theory depreciation costs charged into the profit and loss statement 
would be less than corresponding charges of competitors that might be 
carrying their fixed assets at a figure closer to actual replacements less 
depreciation. Conversely, where fixed assets are carried at a higher 
figure, depreciation charges in theory are greater and, to that extent, 
increase cost. 

Liquidation .—^The above three bases of valuation are predicated on the 
assumption that a particular business enterprise is a going concern. 
Wlien a business enterprise is in a very extended financial condition and 
bankruptcy looks inevitable in the near future, the fixed assets might be 
appraised for valuation, not as a going concern but as a liquidated busi¬ 
ness. A building which might be valued at $100,000 by a going concern 
might be worth only $6,000 if the concern becomes bankrupt and the 
building must be sold. Machinery, equipment, tools, furniture and 
fixtures, likewise, would have only a fraction of their value to a going 
business, if liquidation were anticipated. This is the rock-bottom basis, 
the minimum that might be raised by forced sale under the most unfavor¬ 
able circumstances. 

Comparative Relationship of Fixed Assets 

For every line of commercial and industrial business activity, there is a 
certain proportion of the tangible net worth that may typically be 
invested in fixed assets. A smaller proportion is a favorable feature. 
A higher proportion is unfavorable for two simple reasons: first, the 
annual depreciation charge that must be assumed in the profit and loss 
statement is proportionately heavier than for competitors; and second, if 
the fixed assets are very heavy, the concern has either a low net working 
capital with consequent overtrading, as will be outlined in Chap. XV, or a 
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funded debt to furnish adequate net working capital, as analyzed in 
Chap. IX. 

Consider the case of two department stores in the same city, each on 
opposite comers of the same block and each handling an annual volume 
of business in the neighborhood of $2,600,000 on a tangible net worth of 
approximately $1,000,000. One store operates from a five-story struc¬ 
ture, which is twenty-three years old but which had been kept modem 
and in fine condition by constant repairs and improvements. The real 
estate, building, furniture, and fixtures are carried on the books at a net 
depreciated value of $300,000. The management of the second store 
erected an up-to-the minute stmcture of six stories 3 years ago. The net 
depreciated value of its real estate, building, furnishings, and fixtures are 
carried at $700,000. For the first store the real estate is carried on the 
books at $100,000, and for the second store at $150,000. The respective 
value of the remaining fixed assets subject to yearly depreciation in the 
two cases is $200,000 and $550,000, respectively. The rates of deprecia¬ 
tion on the structure, furnishings, and equipment are approximately the 
same for both stores. It is obvious that the dollar depreciation to be 
taken into the profit and loss account of the second concern is 234 times 
as large as that taken by the first concern. Here is the proportionate 
handicap that must be overcome in a highly competitive market where 
prices are fundamentally the same. 

Presumably, in the second case the management took extreme pride 
in having the most modern department store in the state. The manage¬ 
ment hoped and assumed that such a structure would have a competi¬ 
tive advantage in increasing its volume of sales, and that the increased 
volume would provide sufficient additional profit to offset the additional 
depreciation charges and even earn a larger final net profit on the tangible 
net worth. Frequently such reasoning does actually work out in prac¬ 
tice; more often, however, the handicap of the additional charges and the 
necessity of operating on a lower net working capital and consequent 
heavier liabilities do not work out successfully. Such managements are 
dominated more by enthusiasm and prospects for the future than by 
realities in a competitive world where price so often makes the market. 
It is more a question of the desires and hopes of management, and less a 
(luestion of what is sound financial policy for the business. 

ILLUSTRATIONS OF RELATIONSHIPS 

No situations are more disappointing or more unsound than those 
resulting from a management's belief that a larger and better plant, store, 
or home office is desirable. Accordingly, it invests a substantial propor¬ 
tion of the tangible net worth in fixed assets. Too late does the manage¬ 
ment learn from experience that the move was financially unsound. 
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Capital once invested in fixed assets is there to stay, except insofar as 
yearly depreciation is earned. Interest, dividends, salaries, wages, and 
burden cannot be paid by excessive investments in bricks, mortar, or 
beautiful furnishings. 

Wholesaler of Fuel and Oil 

In 1928 the Wholesale Fuel & Oil Corp. was incorporated under the laws 
of the State of New York to acquire the assets and the businesses of six 
concerns operating in near-by cities and towns as wholesalers of coal and 
fuel oil. At its inception this corporation was a representative enterprise, 
operating on a paid-in capital of $2,600,000, consisting of $1,250,000 of 
6 per cent prior preferred stock, $1,250,000 of 6 per cent cumulative pre¬ 
ferred stock, and $100,000 of common stock. Against this tangible net 
worth of $2,600,000 the corporation carried in its balance sheet fixed assets 
consisting of land, buildings, machinery, equipment, and delivery trucks 
at $5,000,000, or 192.3 per cent of its tangible net worth. In order to 
carry fixed assets of this excessive size, it was necessary for the concern 
to have a substantial outstanding funded debt. This debt amounted to 
$3,000,000, consisting of $1,500,000 five per cent first mortgage bonds and 
$1,500,000 six per cent convertible debentures. 

The annual interest charges on the funded debt, amounting to $165,- 
000, and the substantial depreciation charges on the top-heavy fixed 
assets resulted in net losses from the very first year. The business was 
basically unbalanced with excessive fixed charges and from the incep¬ 
tion the result was tragically expressive. The business became more and 
more cramped for working funds. The struggle to provide income to 
meet outgo ended after 6 years. Funds were not available to meet the 
interest charges and the corporation was petitioned into bankruptcy. 

In the reorganization, the holder of each $1,000 of 5 per cent first 
mortgage bonds received $1,000 in 4 per cent first mortgage cumulative 
income bonds. The holder of each $1,000 of 6 per cent convertible 
debenture received in exchange $675 in 4 per cent convertible income 
debentures and five shares of common stock. Interest on both issues of 
funded debt became payable only out of income but before depreciation. 
The financial condition for the past 3 years appears in Schedule 27. 

These three comparative sets of figures disclose a condition radically 
different from that which existed at the inception of the enterprise. 
Instead of a tangible net worth of $2,600,000, at year C the tangible net 
worth was $420,544, and at year A, only $263,623. What a magnificent 
shrinkage! Losses had been assumed for each of the intervening years. 
The net working capital in year C amounted to $115,046, in year B to 
$93,668, and at year A had finally dropped to the nominal figure of $1,457. 
Hard times again were a-knockin' at the door. 
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Wholesale Fuel & Oil Corp. [Schedule 27] 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(R) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets . 

$ 58,649 

14,320 
112,556 
117,888 
$ 3037413 

$ 53,767 

10,226 
110,271 
94,383 
$ 268,647 

$ 36,331 

6,182 
90,005 
73,549 
$ 206,067 

Fixed Assets, Net. 

Miscellaneous Receivables. 

Deferred Charges. 

Good Will. 

2,871,905 

30,100 

1 

2,812,165 

6,673 

17,406 

1 

2,755,880 

2,924 

10,789 

1 

Total. 

$3,205,419 

$3,104,892 

$2,975,^61 

Liabilities 

Notes Payable for Merchandise. 

Accounts Payable. 

Accruals. 

. $ 7,722 

148,025 
10,699 
21,921 
, $ 188,367 

$ 13,372 

131,227 
11,950 
18,430 
$ ”174,~979 

$ 46,028 

128,419 
12,084 
18,079 
$ '204,610 

Due to OlTicors. 

Current Liabilities . 

Real Estate Mortgages. 

Ist Mtge. 4% Cum. Inc. Ronds. . 
4% C'Onverti])le liiconu* Debeii. . 

Accrued Bond Interest. 

Total Liabilities . 

107,250 

1,390,300 
987,220 
111,737 
$2,784,874 

102,050 

1,390,300 

987,220 

168,300 

$2,822,849 

102,820 

1,215,000 

982,780 

206,827 

$2,712,037 

Common Stock. 

Capital Surjdus. 

21,005 
100,000 
299,540 
$3,205,419 

21,005 

100,000 

161,038 

$3,104,892 

20,870 

100,000 

142,754 

$2,975,661 

Earned Surplus. 

Total. 

Net Worki'iiq Capital . 

Current Ratio . 

Tangible Net Worth . 

$ 115,046 

1.61 
$ 420,544 

$ 93,668 

1.54 
$ 282,042 

$ 1,457 

1.01 
$ 263,623 

Net Sales. 

Net Profit. 

Dividends. 

$1,464,992 

{L)W7,lhO 

None 

$1,422,960 

(L) 138,502 
None 

$1,236,575 

{L)18,28l 

None 


These balance sheets are of interest because the financial condition 
of this enterprise is characterized by very heavy fixed assets. It is a rare 
occurrence to run across a commercial or industrial business enterprise 
where the fixed assets are as relatively heavy as with the Wholesale Fuel & 
Oil Corp. This condition is readily seen in the following direct compari- 































278 


INTERNAL ANALYSES OF BALANCE SHEETS 


son of the net depreciated value of these assets with the tangible net 
worth on the successive statement dates: 

Year C Year B Year A 

Fixed Assetei, Net after Deprecia¬ 
tion. $2,871,905 $2,812,165 $2,755,880 

Tangible Net Worth. 420,544 282,042 263,623 

Ratio of Fixed Assets to Tangible 

Net Worth. 682.9 % 997.2% 1045.5% 

These figures show an exceptionally exaggerated condition, one that 
is very rarely approached unless bankruptcy is around the comer. That 
was the situation in year Aj as the corporation was just tottering on the 
verge of a second collapse. Rarely will a going concern show a financial 
condition even approximating this unusual but not exactly unprecedented 
comparison. 

Between year C and year A the fixed assets, net after depreciation 
but including the capitalization of moderate improvements, dropped 
nominally from $2,871,905 to $2,755,880. During the same period the 
tangible net worth shrank from $420,544 to $263,623. Railroads and 
public utilities often operate with fixed assets greatly in excess of their 
tangible net worth but this condition does not apply where competition 
is the life of trade, as in commerce and industry. In year C the fixed 
assets were 682.9 per cent of the tangible net worth, in year R, 977.2 
per cent, and by year A the comparison had increased to 1045.5 per cent. 
The typical business enterprise would have been petitioned into bank¬ 
ruptcy long before this condition had been approximated. 

Condensed Analysis .—This corporation has practically no chance to 
survive. At the reorganization, the interested parties were concerned 
with keeping the enterprise alive instead of calling it a day and liquidating 
the business. To keep the head of the enterprise above water, two 
classes of income securities were issued, first mortgage 4 per cent cumula¬ 
tive income bonds and 4 per cent convertible income debentures. In 
other words, the interest on the first mortgage income bonds acicumulated 
if not paid, but the interest on the debentures did not accumulate. The 
accrued bond interest, which increased from $111,737 in year C to $206,- 
827 in year A, represented this accumulated interest on the first mortgage 
income bonds. 

The original reorganization was basically unsound for three reasons: 
(1) the tangible net worth and (2) the net working capital were both too 
small to carry on the business, and (3) the fixed assets were out of all 
proportion, being excessively large for the tangible net worth and for the 
annual sales of this enterprise. No one with an understanding of the 
basic reasoning behind reasonable balance sheet proportions would ever 
have reorganized this business on the existing basis. With the value of 
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fixed assets so greatly in excess of the tangible net worth, there was no 
possibility that the enterprise would live more than a few gasping years. 
The successive yearly net losses and vanishing net working capital were 
foreordained. 

Department Store 

The Midwestern Department Store, Inc., was incorporated in 1904 with 
an authorized and paid-in capital of $10,000. Control of the enterprise 
has remained continuously in the hands of one family. Today, the busi¬ 
ness is actively managed and controlled by two sons of the founder. For 
several years prior to 1929 operations were conducted on a high margin 
of profit. With the bright social and economic outlook throughout the 
country, the management then purchased a parcel of land on the most 
prominent corner in the business section of the city. Real estate was 
selling at the highest price in the history of the city.^ The cost of the 
real estate, after paying for the demolition of the old structures on this 
parcel of land, was $302,000. That same piece of real estate today has 
an assessed valuation of $62,000 and a market value in the neighborhood 
of $78,000. 

During the latter part of 1929, a four-story building, a practical 
attractive structure, was erected to carry on department store operations. 
Three years ago, year C, the real estate and building, net after accumu¬ 
lated depreciation, were being carried on the books at $535,345, an 
amount that was appreciably in excess of the tangible net worth of 
$352,282. Operations have been conducted profitably for each of the 
past 3 years and the profits have been retained entirely in the business. 
This additional support, together with the decrease in the book value 
of the fixed assets as a result of yearly depreciation, show an improving 
trend but the fixed assets continue to be heavy. This condition is 
reflected in the comparative figures in Schedule 28. 

The trend of operations shown by these figures is generally favorable. 
The annual net sales increased each year from $606,831 to $631,746 to 
$679,107, and the net profits went up at the same time. No dividends 
were paid. The management realized the fundamental problem which 
was on their hands and kept all net profits in the business. In year B 
the net working capital decreased $4,251 as a result of the retirement of 
$31,690 of the first mortgage bonds, but in year A the net working capital 
increased very appreciably by the sum of $30,653. 

Between year C and year A the net depreciated value of the fixed 
assets decreased from $535,345 to $514,740, or 3.9 per cent, while the 

® For a comparative, dramatic story of land speculation from the earliest colonial 
days down through the Florida boom see A. M. Sakolski, The Great American Land 
Bubble (Harper <fe Brothers, New York, 1932). 
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[Schedule 28] Midwestern Department Store, Inc. 

Comparative Figures for Years Ended January 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(.A) 

One Year 
Ago 

Assets 

Cash. 

. $ 30,598 

$ 21,843 

$ 26,970 

Accounts Receivable. 

. 83,047 

93,940 

99,621 

Inventory. 

. 83,308 

82,072 

102,763 

Current Assets . 

. $196,953 

$197,855 

$229,354 

Fixed Assets, Net. 

. 535,345 

526,806 

514,740 

Cash Value of Life Insurance. 

. 12,133 

13,558 

14,983 

Investments. 

. 2,075 

2,075 

3,216 

Deferred Charges. 

. 5,373 

7,428 

4,125 

Total. 

. $751,879 

$747,722 

$76J5,418 

Liabilities 

Due to Banks. 

. $ 1,627 

$ 1,403 

$ 3,141 

Accounts Payable. 

. 29,853 

35,388 

30,172 

Accruals. 

. 7,789 

5,796 

24,665 

Current Maturity of Bonds. 

. 16,043 

16,653 

5,125 

Due to Officers. 

. 14,000 

11,000 

9,000 

Other Payables. 

. 3,055 

7,280 

6,263 

Current Liabilities . 

. $ 72,367 

$ 77,520 

$ 78,366 

First Mortgage Bonds. 

. 327,230 

295,540 

275,800 

Total Liabilities . 

. $399,597 

$373,060 

$354,166 

Common Stock. 

. 300,000 

300,000 

300,000 

Earned Surplus. 

. 52,282 

74,662 

112,252 

Total. 

. $751,879 

$747,722 

$766,418 

Net Working Capital . 

. $124,586 

$120,335 

$150,988 

Current Ratio . 

. 2.72 

2.55 

2.92 

Tangible Net Worth . 

. $352,282 

$374,662 

$412,252 

Net Sales. 

. $606,831 

$631,746 

$679,107 

Net Profit. 

. 4,402 

22,380 

37,590 

Dividends. 

.... None 

None 

None 


tangible net worth increased as a result of retained profits from $352,282 
to $412,252, or 17 per cent. The balance sheet as of January 31, year 
A, however, disclosed a relationship where fixed assets were 24.8 per 
cent in excess of the tangible net worth, an abnormal and unbalanced 
condition for a department store. 

Shortly after the figures for year A were issued, the president of the 
Midwestern Department Store, Inc. came in to see the author. He had 
tentative plans to spend $25,000 to modernize the front of the store and 
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to revamp and to modernize one of the departments. From these expendi¬ 
tures, he felt sure that net profits would increase $5,000 yearly which would 
mean, according to the logic of the hour, that the contemplated expendi¬ 
ture would be repaid out of earnings within 6 years. The plan sounded 
perfectly simple and fascinating. 

After he had finished, I asked how the figure of $5,000 additional net 
profit was determined. The answer, of course, was based upon antici¬ 
pated additional net sales. Actually, the anticipated sales might or 
might not materialize; even if they did materialize, the additional net 
profits might or might not amount to $5,000. The founder of the 
business had followed somewhat similar reasoning when he purchased 
the real estate and erected the existing building in 1929. If sales had 
continued to increase at the same rate as in 1926, 1927, and 1928, the 
net profits would have been sustained and the mortgage that had been 
incurred to financ.e the expansion would have been gradually liquidated. 
But the expected had not occurred. If there is one fact to be learned 
from the constant study of tlie problems of business enterprise in a world 
of fluctuating values, it is that a concern must always be prepared, not 
for the expected, but for the unexpected. 

Actually, the sales dropped 60 per cent between 1928 and 1930, and 
losses were assumed each year from 1930 through 1936. In 1936, the 
interest on the outstanding funded debt could not be met, the tangible 
net worth had shrunk 38 per cent, and affairs were pretty much involved, 
all because of an earlier mistaken overoptimistic judgment. The direct 
comparison of the net depreciated value of the fixed assets with the 
tangible net worth for the last 3 years discloses the following figures: 


Year C 

Fixod Assets, Net after Depreciation. .. $535,345 

Tangible Net Worth. 352,382 

Ratio of Fixed Assets to Tangible Net 

Worth. 151.9% 


Year B 
$526,806 
374,662 

140.6% 


Year A 
$514,740 
412,252 

124.8% 


The analogy struck home. My visitor decided that until the existing 
fixed assets could be brought more into line with the tangible net worth, 
it would certainly be inexpedient to invest more money in improvements 
that were not absolutely essential. Every possible cent of economy which 
could be brought about was needed. The only solution to this picture 
is to earn profits and to keep these profits in the business. This program 
will increase the tangible net worth as depreciation is taken on the 
existing fixed assets, gradually bringing about a financial condition that 
will be more typical of a department store. 

In year C the fixed assets amounted to $535,345 and the tangible 
net worth to $352,382, giving a relationship of fixed assets to tangible 
net worth of 151.9 per cent. Depreciation brought the fixed assets down 
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to $526,806 in year B and retained profits, which amounted to $22,380, 
increased the tangible net worth to $374,662, bringing the ratio down 
to 140.6 per cent. The higher net profits of $37,590 in year A and con¬ 
tinued depreciation now improved the ratio still more to 124.8 per cent. 
Even this ratio is high, the 5-year average for department stores, as shown 
in the table at the end of this chapter, being 17.1 per cent. The trend 
of this ratio has been downward steadily over the 3 years, reflecting 
moderate but gradual improvement, but it is still a long way from par. 

Condensed Analysis ,—Here was a situation which was badly out of 
line a few years ago but which now seems to be on the mend. If the 
management had failed to realize the predicament at the time, this 
business could easily have joined the parade of the wooden soldiers. In 
1936, the management cut the salaries of every officer to the bone; they 
received barely enough for living expenses. Every other possible expense 
was reduced. Scrap paper was used on both sides in the office. As 
profits were earned, these profits were kept wholly in the business. If 
expenses had not been radically reduced and if some of the net profits had 
been paid out in dividends, the outlook of this business would not even 
have provided a gambling chance to Lloyd^s. 

Even now the business is not out of the woods but progress has been 
made, and the management clearly understands its predicament. Not 
until this ratio of fixed assets to tangible net worth approximates the 
typical percentage for its line of business, and not until the first mortgage 
bonds have been reduced to a point below the net working capital, will 
the management of this store be able to relax for a few moments and 
take their eyes off the cash register. 

Wholesaler of Lumber 

On the other side is the picture of the financial condition of the West 
Coast Wholesale Lumber Co., Inc. There are thousands of retail lumber 
yards in the United States but relatively few wholesalers of lumber. This 
concern was organized in 1906 with an authorized and paid-in capital 
of $500,000. Operations have been conducted profitably in all except 
three of the intervening years, and in many years with unusually high 
profits. The business has been a very successful one. 

In 1912 the paid-in capital was increased by the issuance of $1,000,000 
of 7 per cent cumulative preferred stock. Over the intervening years 
some of this stock has been retired. In year A, operations were being 
conducted on an outstanding capital of $908,000 seven per cent cumu¬ 
lative preferred stock, $461,800 common stock, a capital surplus of $385,- 
200, and an earned surplus of $1,321,744. The company handles Pacific 
Coast fir, hemlock, and spruce, selling primarily to retail lumber yards, 
railroads, and larger industrial users of lumber in the West North Central 
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Wbst Coast Wholesale Lumber Co., Inc. [Schedule 29] 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 




Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets . 

% 251,462 
82,032 
702,037 
1,460,249 
$2,495,780 

$ 289,065 
60,055 
707,132 
1,629,901 
$2,686,153 

$ 363,096 
102,405 
905,425 
1,427,307 
$2,798,233 

Land. 

Roadways and Docks, Net. 

Buildings, Net. 

Machinery and Equipment, Net. 
Cash Value of Life Insurance.... 

Miscellaneous Receivables. 

Deferred Charges. 

Investments. 

Total. 

376,003 

90,467 

194,863 

60,294 

84,340 

18,156 

12,027 

1,000 

$3,332,930 

376,003 

81,692 

174,954 

45,526 

85,904 

23,719 

10,630 

896 

$3,485,477 

376,003 

72,183 

142,650 

35,681 

87,267 

28,355 

13,200 

75,896 

$3,629,468 

Liabilities 




Notes Payable to Banks. 

Trade Acceptances. 

Accounts Payable. 

Accruals. 

Reserve for Taxes. 

Due to Officers. 

$ 400,000 
5,012 
73,196 
5,108 
30,000 
2,960 

$ 450,000 
5,012 
35,097 
17,401 
45,000 
1,446 

$ 400,000 

7.562 
39,080 
22,520 
80,000 

3.562 

Current Liabilities . 

$ 516,276 

$ 553,956 

$ 552,724 

7 % Cumulative Preferred Stock. 

Common Stock. 

Capital Surplus. 

Earned Surplus. 

Total. 

956,600 

462,800 

385,200 

1,012,054 

$3,332,930 

940,500 

462,800 

385,200 

1,143,021 

$3,485,477 

908,000 

461,800 

385,200 

1,321,744 

$3,629,468 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$1,979,504 

4.83 

$2,816,654 

$2,132,197 

4.86 

$2,931,521 

$2,245,509 

5.06 

$3,076,744 

Net Sales. 

Net Profit. 

Dividends. 

$5,271,128 

192,748 

94,931 

$6,619,408 

224,890 

93,923 

$8,048,542 

270,881 

92,158 


states of Minnesota, Iowa, Missouri, North Dakota, South Dakota, 
Nebraska, and Kansas. Selling terms are 2 per cent discount in 10 days, 
net 60 days. The comparative figures of this successfully operated 
corporation for the last three fiscal years appear in Schedule 29. 

From these comparative figures it is evident that the West Coast 
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Wholesale Lumber Co., Inc., is a representative distributor in its field. 
Operations for the 3-year period disclose steadily increasing net sales 
from $5,271,128 in year C, to $6,619,408 in year B, and to $8,048,542 
in year A, with expanding net profits for each of these j^ears. The net 
profits show a return of 6.8 per cent on the tangible net worth in year 
(7, 7.6 per cent in year B, and 8.8 per cent in year A. A moderate portion 
of the net profits for each year was paid out in dividends so that both 
the tangible net worth and the net working capital have shown steady 
progress. 

The fiscal figures for year A reflect a tangible net worth of $3,076,744. 
Each of the three sets of figures discloses well-balanced conditions with 
moderate liabilities, inventories in proportion, healthy receivables, and 
generally all-round healthy successful operations. The fixed assets are 
also in sound proportion. The comparisons of the fixed assets w ith the 
tangible net worth on each statement date bring this fact out clearly. 



Year C 

Year B 

Year A 

Land. 

$ 376,003 

$ 376,003 

$ 376,003 

Roadways and Docks. 

90,467 

81,692 

72,183 

Rnildings. 

194,863 

174,954 

142,650 

Machinery and Equipment. 

60,294 

45,526 

35,681 

Total of Fixed Assets, Net after 
Depreciation. 

$ 721,627 

$ 678,175 

$ 626,517 

Tangible Net Worth. 

2,816,654 

2,931,521 

3,076,744 


Ratio of Fixnd Assets to Tangible 

Net Worth. 25.0% 23,1% 20.4% 


The ratio of fixed assets to tangible net worth was outstandingly 
excessive for each of the 3 years for the Wholesale Fuel and Oil Corp. 
They were also excessive in the case of the Midwestern Department Stores 
Inc., even though the trend indicated moderate but steady improvement. 
For the West Coast Wholesale Lumber Co., Inc., however, the ratios are 
very much in line. In year C, the net depreciated value of the fixed assets 
amounted to $721,627. In year jB, the value had decreased to $678,175, 
and in year A, to $626,517. At the same time the tangible net worth 
increased steadily as a result of the retained net profits after depreciation; 
from $2,816,654 in year C, the tangible net worth expanded to $3,076,744 
in year A. With decreasing fixed assets and increasing tangible net 
worth, the ratio of fixed assets to tangible net worth over these 
3 years has shown constant improvement. In year C, this ratio was 
25.6 per cent, in year B 23.1 per cent, and in year A 20.4 
per cent. 

The 5-year average ratio of fixed assets to tangible net worth of 
wholesalers of lumber as given at the end of this chapter is 10.8 per cent, 
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which is somewhat less than the 20.4 per cent shown in year A, The 
interquartile range of this ratio for wholesalers of lumber given in the 
Appendix discloses ratios that are in fairly close proximity. There is no 
doubt that the fixed assets of this corporation are in healthy proportion, 
that the enterprise is in sound financial condition, and that the relation¬ 
ship of the fixed assets to tangible net worth is one of the contributing 
factors to that sound financial condition. 

Condensed Analysis .—This business has been operated by unusu¬ 
ally capable and experienced management. In seven ways the compara¬ 
tive figures in Schedule 29 disclose conditions substantially better than 
those typical for wholesalers of lumber: higher ratios of current assets 
to current liabilities, lower ratios of current liabilities to tangible net 
worth, no funded debt, higher ratios of net sales to inventory, shorter 
average collection periods, higher net profits to tangible net worth, and 
higher net profits to sales. A financial condition characterized by these 
favorable features is impressive. These are the results of operating 
policies based on sound financial insight. 

In two respects, the financial condition is moderately below that 
which is typical for its division of commerce. These are the relationship 
between net sales and tangible net worth, and the relationship between 
net sales and the net working capital. The turnover of tangible net 
worth and the turnover of net working capital are both a trifle low, as 
are the annual sales for a concern of this size. To one familiar with this 
field of endeavor, this fact is due to the rather heavy investment in this 
business; wholesalers of lumber in the larger capital brackets do not 
obtain quite as rapid turnovers as do those in lower brackets. A whole¬ 
sale lumber dealer with a tangible net worth of $3,070,744 is quite a 
substantial enterprise. These two points are of minor significance 
compared with the seven favorable features mentioned in the preced¬ 
ing paragraph. Moreover, even with somewhat smaller turnovers of 
tangible net worth and of net working capital, the net profits on both 
the net sales and the tangible net worth are impressively high and steady. 

TYPICAL RATIOS OF FIXED ASSETS TO TANGIBLE NET WORTH 

The ratio of fixed assets to tangible net worth is obtained by dividing 
the depreciated book value of all fixed assets by the tangible net worth. 
Generally, the funds invested in fixed assets show a slight downward 
tendency in successive fiscal balance sheets, as yearly depreciation 
charges on the depreciable assets are usually greater than the capitalized 
improvements. When the sale of a piece of property or other fixed asset 
is made, there is a sudden drop, and when a new store is opened or a new 
factory erected, there is a sudden increase. Such cases are constantly 
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occurring but compared with those situations where no sudden change 
takes place, they are few and far between. 

The tangible net worth of a business enterprise increases moderately 
from year to year as net profits are earned and some portion of the profits 
is retained in the business, or decreases in those years when losses are 
assumed or dividends in excess of earnings are paid. When additional 
funds are invested in a business, or when very substantial losses are 
assumed, the yearly change covers more ground. 

Most wholesalers, and manufacturers in the needle industries, in¬ 
vest lightly in fixed assets. Larger manufacturers and retailers have 
substantial properties and equipment. As a concern increases in size, 
the tendency to place a greater proportion of its funds in real estate, 
buildings, improvements, equipment, and expansion programs becomes 
stronger. 

The ratio of current assets to current liabilities is a ratio between two 
variables; accordingly, it often changes considerably from year to year 
in the same concern. The ratio of current liabilities to tangible net 
worth is between one variable and the tangible net worth, which is fairly 
static. The ratio of fixed assets to tangible net worth, except in abnormal 
situations, is between two fairly static items; therefore, this relationvship 
in a particular business enterprise usually will change relatively little 
from one year to another. 

Desirability of Low Ratio 

‘‘Keep the investment in fixed assets as low as possible,is the healthy 
but general advice of one author to organizers of new business concerns. 
This advice is just as applicable to the management of established 
commercial and industrial business enterprises as it is to organizers 
of new business concerns. “Rent buildings and real estate whenever 
practicable, until such time as the future of the business is assured, as 
a result of its past financial success. The building and equipment of 
a manufacturing concern may be utterly useless for any other type 
of business. Hence, the fixed assets may have only ‘scrap' value, if for 
some reason the business must cease to operate. Further, after a time 
it may be found that it is desirable to change the location of the plant. 
This can be done only with great expense and loss when capital has been 
already sunk in fixed assets."® The competitive disadvantage of heavy 
fixed assets is measured by the yearly depreciation charges on that portion 
of fixed assets which is above the average ratio to tangible net worth, 
plus interest charges on borrowed money, plus any inability to take 
discounts on purchases because of the consequent low net working capital. 

* Lincoln, Edmond E., Applied Business Finance^ 5th ed., p. 143 (McGraw-Hill 
Book Company, Inc., New York, 1941L 
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The median ratios of fixed assets to tangible net worth for 70 lines 
of industrial and commercial activity—42 lines of manufacturing, 21 of 
wholesaling, and 7 of retailing—appear in Schedule 30. These ratios 
have been computed over the 5-year spread of 1943 through 1947 inclu¬ 
sive, with an arithmetical average for the 5 years. 

From the point of view of the relative size of fixed assets, manu¬ 
facturers present greater problems than wholesalers and retailers. The 
three lines of manufacturing activity with the highest 5-year average 
ratio of fixed assets to tangible net worth are integrated petroleum oper¬ 
ators with 61.2 per cent, breweries with 60.6 per cent, and bakers with 
51.2 per cent. The lowest 5-year average ratio for a manufacturer is 
1.4 per cent for converters of rayon, silk, and acetate piece goods. 

Among wholesalers the highest 5-year average ratio of fixed assets 
to tangible net worth is disclosed by wholesalers of gasoline and lubri¬ 
cating oil with 37.9 per cent, and the lowest by wholesalers of knitted 
outerwear with 1.3 per cent. Among the retail lines the highest 5-year 
average ratio is shown by lumber yards with 19.8 per cent, and the lowest 
by distributors of clothing on the installment plan with 6.8 per cent. 

By and largo, it is an exceptional wholesaler or jobber that develops 
a financial problem as a result of excessive fixed assets. Combined bal¬ 
ance sheets of all wholesale corporations in 1945, as set forth in footnote 
1 on page 271, show approximately 15.6 per cent of their aggregate net 
worth, on the average, invested in fixed assets. As will be seen by Sched¬ 
ule 30, in only four of the 21 wholesale lines which have been studied 
over the 5-year period does the average 5-year investment in fixed assets 
exceed 20 per cent of the tangible net worth. These four lines of busi¬ 
ness are wholesalers of gasoline and lubricating oil with 37.9 per cent, 
wholesalers of meat and poultry with 22.7 per cent, wholesalers of paints, 
varnishes, and lacquers with 21.1 per cent, and wholesalers of fresh fruits 
and produce with 20.1 per cent. 

Maxim 

When a business enterprise has a tangible net worth between $50,000 
and $250,000, experience has shown that its condition should be carefully 
analyzed if the depreciated book value of its fixed assets is more than 
two-thirds of its tangible net worth. When the tangible net worth 
exceeds $250,000 the affairs of the concern should be followed closely 
if the depreciated book value of its fixed assets totals more than three- 
quarters of its tangible net worth. 

Only three of the 70 important lines of industrial and commercial activ¬ 
ity that have been analyzed show a 5-year average ratio where the 
fixed assets amount to more than one-half the tangible net worth. All 
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[Schedule SO] Ratios of Fixed Assets to Tangible Net Worth 


Percentage 


Lines of Business Activity 



Median 


Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Manufacturers 

Airplane Parts and Accessories. 

35.3 

28.4 

21.6 

i 

26.1 

37.0 

29.6 

Automobile Parts and Accessories. 

32.8 

31.7 

28.3 

38.2 

33.3 

32.9 

Bakers. 

60.4 

53.5 

51.3 

47.8 

43.2 

51.2 

Bedsprings and Mattresses. 

30.8 

27.5 

24.5 

36.6 1 

29.3 

29.7 

Breweries. 

68.5 

65.7 

53.5 

56.6 I 

58.8 1 

60.6 

Chemicals, Industrial. 

40.9 

31.7 

30.1 

26.1 1 

38.0 ! 

33.4 

Cigars. 

15.6 

13.8 

14.3 

12.5 

14.4 

14.1 

Clothing, Children’s Dresses and Wash 
Suits. 

8.7 

6.8 

4.6 

1 

6.0 

8.9 

7.0 

Clothing, Men’s and Bovs’. 

5.1 

5.8 

6.4 

6.9 

5.6 

6.0 

Coats and Suits, Women’s. 

6.6 

6.0 

6.2 

5.8 

4.4 

5.8 

Confectionery. 

40.6 

35.7 

34.6 

30.2 

33.4 

32.9 

Contractors, Building and Construction 

17.5 

11.9 

10.5 

12.1 

16.4 

13.7 

Cotton Cloth Mills. 

39.0 

34.8 

32.5 

32.5 

35.1 

34.8 

Cotton Goods, Converters. 

1.3 

0.7 

1.1 

2.8 

1.4 

1.5 

Curtains, Draperies, and Bedspr(;ads. .. 

7.5 

5.0 

8.8 

7.8 

8.7 

7.6 

Dresses, Rayon, Silk, and Acetate. 

6.7 

6.3 

6.7 

7.7 

7.4 

7.0 

Drugs. 

26.4 

22.8 

19.8 

20.7 

25.6 

23.1 

Electrical Parts and Supi)lies. 

34.4 

25.7 

23.7 

30.7 

25.3 

28.0 

Foundries. 

48.8 

47.8 

41.0 

45.4 

43.7 

45.3 

Fruits and Vegetables, C^anners. 

51.8 

45.5 

38.5 

49.4 

59.7 

49.0 

Fur Garments. 

2.2 

3.5 

2.9 

5.5 

4.3 

3.7 

Furniture. 

29.7 

22.6 

22.1 

20.6 

28.3 

24.7 

Hardware and Tools. 

35.0 

37.1 

30.8 

39.3 

38.2 

36.1 

Hosiery. 

43.7 

35.6 

35.0 

34.6 

39.8 

37.7 

Leather Garments. 

6.5 

9.1 

8.0 

5.9 

6.1 

7.1 

Luggage, Leather. 

7.1 

5.1 

6.4 

5.7 

6.9 

6.2 

Machinery, Industrial. 

34.1 

30.9 

28.4 

33.7 

34.8 

32.4 

Meats and Provisions, Packers. 

58.2 

47.5 

46.9 

43.9 

48.9 

49.1 

Metal Stampings. 

40.5 

44.2 

35.3 

39.1 

48.3 

41.5 

Outerwear, Knitted. 

13.7 

13.9 

10.8 

15.9 

14.6 

13.8 

Overalls and Work Clothing. 

18.4 

17.9 

13.0 

13.3 

13.6 

15.2 

Paints, Varnishes, and Laccjuers. 

24.2 

25.3 

25.5 

26.1 

30.7 

26.4 

Paper. 

54.8 

46.8 

49.6 

46.7 

47.0 

49.0 

Paper Boxes. 

41.2 

31.4 

33.8 

38.3 

29.8 

34.9 

Petroleum, Integrated Operators. 

61.5 

53.6 

58.0 

65.2 

67.8 

61.2 

Printers, Job. 

47.5 

35.3 

35.9 

29.5 

51.4 

39.9 

Rayon, Silk, and Acetate Pieces Goods, 
Converters. 

1.5 

0.8 

1.6 

2.0 

1.2 

1.4 

Shirts, Underwear, and Pajamas, Men’s 

9.2 

9.7 

9.0 

11.0 

7.6 

9.3 

Shoes, Women’s and Children’s. 

20.3 

18.6 

17.2 

13.5 

16.7 

17.3 

Soft Drinks and Carbonated Water, 
Bottlers.. 

52.7 

38.8 

34.9 

45.3 

44.3 

1 

43.2 

Steel, Structural Fabricators (Sell on 
Short Terms). 

46.4 

32.9 

33.7 

32.7 

38.0 

36.7 

Stoves, Ranges, and Ovens. 

32.9 

30.4 

31.6 

28.1 

34.2 

31.4 
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Ratios op Fixed Assets to Tangible Net Worth.— {Continued) 

[Schedule 30.— {Cont,)] 


Percentage 


Lines of Business Activity 



Median 


Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Wholesalers 







Automobile Parts and Accessories. 

10.0 

8.9 

12.9 

12,5 

12.4 

11.3 

Butter, Eggs, and Cheese. 

12.1 

10.1 

12.3 

15.2 

23.6 

14.7 

Cigars, Cigarettes, and Tobacco. 

9.1 

6.5 

6.7 

7.4 

13.3 

8.6 

Drugs and Drug Sundries. 

6.0 

4.9 

4.3 

5.8 

9.7 

6.1 

Dry Goods. 

3.7 

2.4 

1.8 

2.2 

3.2 

2.7 

Electrical Parts and Supplies. 

5.8 

4.1 

3.7 j 

5.3 

7.9 

5.4 

Fruits and Produce, Fresh. 

21.9 

17.6 

15.6 

20.8 

24.6 

20.1 

Furnishings, Men’s. 

2.0 

2.4 

1.1 

1.1 

1.9 

1.7 

Gasoline and Lubricating Oil. 

44.3 

32.4 

30.5 

33.6 

48.5 

37.9 

Groceries. 

10.6 

8.1 

8.5 

13.6 

13.7 

10.9 

Hardware. 

9.4 

9.5 

6.9 

6.2 

10.9 

8.6 

Hosiery and Underwear. 

2.0 

1.1 

0.9 

1.4 

2.8 

1.6 

Lu.mber. 

13.8 

10.3 

7.7 

9.7 

12.6 

10.8 

Meat and Poultry. 

19.8 

25.3 

20.1 

25.2 

22.9 

22.7 

Outerwear, Knitted. 

1.7 

1.2 

0.8 

1.4 

1 1.5 

1.3 

Paints, Varnishes, and Lacquers. 

26.5 

20.8 

20.8 

18.3 

18.9 

21.1 

Paper. 

6.3 

4.2 

6.0 

7.1 

8.5 

6.4 

Plumbing and Heating Supplies. 

18.3 

14.0 

10.4 

14.4 

15.3 

14.5 

Shoes, Men’s and Women’s. 

5.2 

3.3 

3.0 

3.4 

3.0 

3.6 

Wines, and Liquors. 

7.1 

5.2 

2.6 

5.8 

9.3 

6.0 

Women’s Wear, Coats, Suits, and 







Dresses. 

2.5 

1.6 

2.2 

3.5 

2.9 

2.5 

Retailers 







Clothing, Men’s and Boys’. 

13.4 

10.5 

8.8 

6.0 

7.4 

9.2 

Department Stores. 

21.2 

17.4 

15.1 

14.9 

17.0 

17.1 

Furniture. 

9.8 

8.7 

4.9 

5.3 

7.7 

7.3 

Furniture, Installment. 

8.6 

5.7 

4.8 

9.0 

6.1 

6.8 

Lumber. 

24.6 

20.0 

19.3 

14.7 

20.5 

19.8 

Shoes, Men’s and Women’s. 

15.7 

11.9 

8.9 

8 0 

12.7 

11.4 

Women’s Specialty Shops. 

19.1 

16.3 

12.4 

10.5 

16.0 

14.9 


are manufacturing lines of activity. No wholesale or retail lines are 
included. No line shows a 5-year average in which the investments in 
fixed assets exceed two-thirds of the tangible net worth. A ratio of 
66^^ to 75 per cent of the tangible net worth allows more than a 
fair leeway as a reasonable business guide for the percentage to be 
invested in fixed assets. Smaller percentages are proportionately more 
favorable. 
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THEORY AND PROBLEMS 

1. Explain what is meant by the term fixed assets. State four ways by which fixed 
assets may be valued and explain each method of valuation. 

2. If two competing concerns have approximately the same tangible net worth, but 
one concern has a substantially greater investment in net depreciated fixed assets, 
why is that concern often unable to earn as large net profits as the one with smaller 
net depreciated fixed assets? 

3. The Beer Brewing Co., Inc., is a brewer of beer in a Midwestern city. From the 
following comparative figures compute (a) net working capital, (6) tangible net worth, 
(c) current ratio, (d) ratio of current debt to tangible net worth, and (c) ratio of fixed 
assets to tangible net worth. Then give your interpretation of these particular ratios 
for each year. 


Bker Brewing Co., Inc. 

Comparative Figures for Years Ended December 31, 19— 



(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 



Cash. 

Accounts Receivable. 

Merchandise. 

Beer Stamps. 

Current Assets . 

. $ 13,151 

. 45,179 

. 97,530 

. 4,717 

. $1607577 

$ 30,864 
51,936 
107,386 
9,753 
$'199,939 

Fixed Assets. 

Investments. 

Deferred. 

Miscellaneous Receivables. 

. 449,169 

. 2,000 

. 1,903 

. 1,350 

509,459 

5,726 

2,003 

6,708 

189,707 

$913,542 

Good Will. 

Total. 

. 189;639 

. $804,638 

Liabilities 



Notes Payable to Bank. 

Accounts Payable. 

Accruals. 

Dividend Payable. 

Other Liabilities. 

Current Liabilities . 

. $ 74,000 

. 56,650 

. 39,266 

. 18,610 

. $188,526 

$ 50,000 
34,036 
47,417 
27,000 
4,289 
$162,742 

Preferred Stock ($1). 

Common Stock ($1). 

Capital Surplus. 

Earned Surplus. 

Total. 

. 300,000 

. 150,000 

. 4,033 

. 162,079 

. $804,638 

300,000 

150,000 

4,033 

296,767 

$913,542 


4. The Machine Manufacturing Corporation was recently reorganized. The balance 
sheet on pages 291-292 is the first one to be issued after the reorganization. The 
president of the corporation took these figures with the accompanying notes to a 

Text continued on page 293. 
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Machine Manufacturing Corporation 
Balance Sheet, December 31, 19— 
Assets 


Current Assets 

Cash on hand and on deposit. 

Trade accounts receivable. $ 414,395 

Less: Reserves. 43,580 

Inventories—Note A 

Finished product. $ 556,223 

Work in process. 83,484 

Raw materials, supplies, etc. 80,772 


Incompleted construction contract 

Labor, material, and other costs. 

Total Current Assets. 

Investments and Other Assets 
Investments in and advances, etc., to ajSiliates 
(Canadian Company (60% owned)—capi¬ 
tal stock at par value ($180,000) and 

advances, etc. ($29,923). $ 209,923 

Domestic Company (74.30% owned) pre¬ 
ferred (voting) capital stock at par 

value. 28,220 

$ ^8,143 

Less: Reserves to reduce to approximate 
equity in affiliate^s book net worth after 
conversion of current assets and liabili¬ 
ties of the Canadian Company to U.S. 

equivalent at current rate of exchange.. _ 52,055 

Other investments at cost (no quoted market). 

Sundry claims, deposits, receivables, etc. 

Sinking and property release funds in connection with first 

mortgage bonds. 

Property, Plant, and Equipment—Note B 
Subject to mortgage securing first mortgage 


5> 2 % bonds 

Real estate, mineral lands, rights, etc... . $ 2,459,236 
Buildings, machinery, equipment, etc.... 7,771,499 

$10,230,735 

Less: Reserves for depreciation and deple¬ 
tion. 4,057,570 $6,173,165 

Not subject to mortgage securing first mort¬ 
gage 

5H% bonds—Note C 

Real estate, mineral lands, rights, etc.. $ 861,999 

Buildings, machinery, equipment, etc.. 2,219,420 

$ 3,081,419 

Less: Reserves for depreciation and 

depiction. 1,173,063 1,908,356 

Good Will. 

Deferred Charges 

Unaniortized portion of bond discount and expense. $ 10,961 

Prepaid insurance. 9,358 

Other deferred expense. 48,366 


186,088 

2,634 

17,136 

4,922 


291 


$ 233,864 
370,815 

720,479 

3,377 

$1,328,535 


210,780 


8,081,522 

1 

68,685 

$9,689,523 
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Liabilities 

Current Liabilities 
Accounts payable 


Trade accounts. 

Salaries, wages, commissions, and bonuses. 

Pay-roll and withholding taxes. 

Employees’ war-bond deductions. 

. $ 

137,753 
62,477 
33,159 
6,707 $ 

240,096 

Accrued 

Local taxes. 

Interest on first mortgage bonds, etc. 

Sundry taxes, insurance, and other expenses. 

. $ 

28,043 

6,112 

18,794 

52,949 

Advance billing on uncompleted construction contract 

Advance billings. 

Less: Labor, material, and other costs. 

. $ 

4,941 

4,557 

384 

Purchase money mortgage installments due—Note D... 



14,200 

Total Current Liabilities. 



307,629 


Funded and Other Long-term Debt 

First mortgage convertible 5K% bonds 
Series A—due Nov. 1, 19—Note E , 

Authorized $1,000,000 

Issued. $ 800,000 

Less: Retired ($572,500) and in treasury 

($2,000). 574,500 $ 225,500 

16-year 5% cumulative convertible income 

debentures—duo May 1, 19- 

Issued or to be issued und(ir plan of reor¬ 
ganization . $2,636,900 

Less: In treasury. . 83,600 2,553,300 

Purchase money mortgages—Note D. $ 605,200 

Less installments due as shown above. 14,200 591,000 3,369,800 

Deferred Liability 

Accumulated interest on 10-year 5% cumulative converti¬ 
ble income debentures. 851,100 

Reserves 

For new dies and kiln rej)airs. 5,544 

Capital Stock and Surplus 
(Capital stock 

Common—par value $5 per share 
Authorized 750,000 shares 

Reserved for conversion of funded debt (186,005 
shares) 

Issued or to be issued under plan of reorganization 

approved June 8, 19 -489,782 shares. $2,448,910 

Surplus 

Capital surplus. $3,235,800 

Earned surplus-deficit. 629,260 2,706,540 5,155,450 

$9,68^^ 


Notes to Financial Statements 

Note A.—Inventory amounts are based upon book records of the corporation 
which were adjusted to reflect physical determinations of quantities made by employ¬ 
ees during the latter part of the year. In-process and finished products are priced at 
standard costs (approximating actual costs but not including depreciation charges) 
not in excess of tlio Iowct of average cost or market prices, and raw materials, supphes, 
etc., are priced on the basis of the lower of first-in first-out cost or replacement market 
prices. 
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financial consultant for his analysis. The financial consultant proceeded to post the 
figures carefully and then to make the following computations: 

а. Net working capital 

б. Tangible net worth , 

c. Current ratio 

d. Ratio of current liabilities to tangible net worth 

e. Ratio of total liabilities to tangible net worth 

/. Ratio of funded debt to net working capital 

g. Ratio of fixed assets to tangible net worth 

Assume you are the financial consultant. Post the balance sheet, make the above 
computations, and then give your interpretation of the ratio of fixed assets to tangible 
net worth. 

6. What maxim should be followed in deciding whether the net depreciated value of 
fixed assets of a commercial or industrial business enterprise is reasonable or excessive? 

Note B.—$1,909,551 of the net amount of $8,081,522 stated for property, plant, 
and equipment represents the net book carr 3 dng amount applicable to plants and 
equipment not operated since reorganization of the corporation as of June 8, 19—. 
Provision for depreciation of such plants and equipment amounted to $56,860 for 
the current fiscal year. 

Note C.—Property, plant, and equipment of a net book carrying amount of 
$647,469 (not subject to the mortgage securing the first mortgage per cent bonds) 
are subject to purchase money mortgages payable of $605,200. 

Note D.—Under the terms of a modification agreement, $603,000 of the amount 
stated for purchase money mortgages payable is due $12,000 next year, and $8,750 
quarterly thereafter until payment is made in full. 

Note E.—The terms of the first mortgage convertible 5J-^ per cent bond indenture 
require the payment into a sinking fund for the purchase or redemption of said bonds 
on April 1 of each year during which the bonds are outstanding of 25 per cent of 
the ^^availablc net earnings’^ (as defined in the indenture) of the corporation for the 
preceding calendar year. The corporation had no available net earnings” for the 
current year. 



CHAPTER XI 


NET SALES TO INVENTORY 

From a very practical viewpoint, the size and balance of the inventory 
of every business enterprise are of great importance. For years it has 
been almost standard practice for managements to value inventories 
of commercial and industrial concerns at cost or market^ whichever is 
lower. The early concept of cost or market, whichever is lower, however, 
made little headway in this country until the advent of the Federal 
income-tax law. Originally it was not officially recognized as a sound 
practice by the Treasury Department. Subsequent enthusiasm for 
this accounting convention was engendered by the fact that taxable 
income was reduced by its use.^ 

The practical business theory was then evolved that, in those cases 
where the market value of the inventory was higher than cost, profits 
should not be anticipated but that losses, if probable even though not 
actually incurred where the market was lower than cost, should be antic¬ 
ipated. This principle is partly a matter of valuation, but also a 
recognition of the principle of the balance of recoverable cost. ^^The 
cost of a specific purchased article is generally understood to mean its 
invoice price plus duties and transportation charges incurred for its 
delivery to the purchaser. The factors which enter into the cost (not 
the value) of goods in process of manufacture or of a manufactured 
product are materials, labor, and manufacturing overhead expenses. It 
is not considered good accounting practice to include other elements in 
arriving at cost. 

COST OR MARKET, WHICHEVER IS LOWER 

There is probably no term in modern accountancy in greater need 
of clarification than this constantly used phrase of cost or market, which¬ 
ever is lower. The words cost and market carry an absolute meaning to 
the layman and to the young analyst. Actually, however, each term may 
have several meanings, each interpretation giving a different value to 
the inventory. Should this phrase, for example, apply to each item in 

^ Paton, William A., **Comments on ‘A Statement of Accounting Principles,*” 
Journal of Accountancy, Vol. 65, No. 3, p. 202, March, 1938. 

* Montgomery, Robert H., Auditing Theory and Practice, 6th ed., p. 156 (The 
Ronald Press Company, New York, 1940). 
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the inventory or to the inventory in the aggregate? Notice the difference 
in the following illustration: 


Item 

Cost 

Market 

Lower of Cost 
or Market 

A 

$ 1,800 

$ 2,200 

$ 1,800 

B 

1,050 

1,650 

1,050 

C 

3,200 

3,100 

3,100 

3,500 

D 

3,500 

3,800 

E 

1,425 

1,125 

1,125 


$10,975 

$11,875 

$10,575 


In this schedule the cost of the five items is $10,975. The market 
value of the five items is $11,875. At the lower of cost or market for 
each individual item the value is $10,575. If the phrase cost or market, 
whichever is lower should apply to the inventory in the aggregate, the 
inventory would then be carried at $10,975. If the phrase should apply 
item by item, the inventory would be carried in the balance sheet at 
$10,575. Today, the item-by-item process is generally but by no means 
exclusively used. 

Suppose a business concern enters its fiscal year with 1,000,000 pounds 
of copper purchased at 6 cents per pound, or an inventory of $60,000. 
Suppose the first purchase during the year, amounting to 1,000,000 
pounds, is made at 7 cents per pound, and additional copper is purchased 
during the remainder of the year at prices ranging up to 10 cents per 
pound, at which price the market closes at the end of the fiscal year. 
Now, suppose that an inventory of 1,100,000 pounds of copper is on 
hand when the year closes. In this case, the market price on the state¬ 
ment date obviously is 10 cents per pound. But what is cost for the 
1,100,000 pounds of copper, and what is cost or market, whichever is lower? 
Is it 6 cents per pound, the starting cost for the 1,000,000 pounds on hand 
when the year opened and 7 cents per pound for the 100,000 additional 
pounds, or $67,000? Is it the last cost of 10 cents per pound for the entire 
1,100,000 pounds, or $110,000? Is it 6 cents per pound for the 1,000,000 
pounds on hand when the year opened and 10 cents per pound for the last 
100,000 pounds purchased, or $70,000? Is it the cost of the last 1,100,- 
000 pounds of copper purchased? Or is it a w^eighted average cost 
throughout the year that w^ould rest somewhere between these varied 
figures? 

The value used has a decided bearing on the size of the net profits 
for the year as well as on the size of the inventory carried in the balance 
sheet, which in turn would affect the net profits for the following year. 
These fundamental problems of what comprises cost have been receiving 
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increased attention from managements and public accountants in recent 
years, and as a result many managements have changed from one concept 
of cost to another. Why have they changed? The following simple 
analogy with the purchase and sale of a home will explain why: 

Bill Smith—the name will do as well as any other—decided to buy a house . . . 
when the depression was at its rampant worst. Home owners, unable to pay 
upkeep or taxes, were pressing property for sale, and houses could be bought for 
a song. However, Bill had managed to retain a good job that in spite of every¬ 
thing still looked pretty safe. And he had cash in the bank. This seemed to 
be his chance to pick up a real bargain. It was. In an attractive suburb he 
found a house for which the owner was glad to get $12,000 cash. Bill knew he 
couldn^t build one like it for $25,000. Soon the Smith family were settled in 
their new home. They made friends, joined the local country club and gradually 
became rooted in the community. . . . With recovery on the way, and real 
estate rising sharply from its slough. Bill got an offer of $30,000 for his house 
and—^lie took it. Smith boasted to his friends at club and office of the clever 
turn he had made. A clean $18,000, or 150% profit, in a few years. But when 
Mrs. Smith insisted that they must purchase another house in the same suburb 
Bill began to think. All their friends, or most of them, his wife pointed out, lived 
in the neighborhood, and she had no intention of transplanting the children, who 
had grown up there. Bill himself liked the gang at the country club, and wasn^t 
certain he would be as happy elsewhere. He soon found that buying a home in 
good times and poor times were different matters. He did find something suit¬ 
able, but the price was $30,000, exactly what he had sold the first house for. 
Smith took the vanishing of his profit gamely, and congratulated himself that, 
at any rate, he was no worse off, except, of course, for moving expenses. But 
when Bill Smith, in March, 19— , made up his income tax statement for the 
previous year, he began to wonder if he did not belong to that great group, one 
of whom is reputed to be born every minute. For he found that normal and 
surtaxes, state and federal, on the ostensible profit of $18,000, added nearly 
$3,000 to his tax bill, if we assume that Bill got a fairly good salary. He was 
actually $3,000 worse off than if he had not sold. His profit had become a deficit. 
Of course, had Smith merely been speculating in houses, and had not considered 
it necessary to replace the one sold, he would have cleared some $15,000 net, and 
might have sat back to wait for the next major slump in real estate values. But 
he was not a real estate speculator, he was a home owner. Now although Smith 
may realize that he had been a sucker, it is not for us to call him that. After all, 
his mistake was a perfectly natural one—^to occur once, but only once. If real 
estate values were later to rise to a level where he might get $40,000 for his new 
home, and he repeated his earlier performance, one might well think it time to 
suggest his need of a guardian. 

And yet the majority of American corporations—^foreign, too, for that matter 
—large and small, are doing this year after year. . . . And they are doing it with 
the cooperation and assistance of many of our leading accounting firms. More 
than this, they have been doing it at the insistence of the United States Govern¬ 
ment, through the Treasury Department. Note that the past tense is used in 



NET SALES TO INVENTORY 


297 


this last sentence. Uncle Sam no longer demands an obsolete method of account¬ 
ing. The United States Revenue Act of 1939 distinctly permits recognition of 
replacement values in calculating cost and profits. It is up to the business itself 
to modernize its procedure. Corporations which manufacture or process raw 
materials for generations have kept their books as though they were merely 
speculating in these raw materials and were not under the necessity of replacing 
them if they were to continue to operate. They have shown profits —^and 
paid taxes thereon and dividends therefrom—^where, just as in the case of Bill 
Smithes deal in homes, no realized profit existed. And they have suffered com¬ 
mensurate losses on declining markets. For, unlike the Smiths, who, at any 
rate, continued to live in their home if real estate prices dropped, these corpora¬ 
tions must continue to sell at the going market.® 

The typical' business management computes its annual net* profit 
and pays its annual income and excess-profits tax on an inventory valua¬ 
tion that is identical with the process Bill Smith mentally used in com¬ 
puting his net profit at the time he sold his home. In a rising market, 
net profits increase because market value, that is, the net sales price 
of inventory obtained at a lower cost price, has increased. The income 
and excess-profits tax are determined on these net profits even though 
some portion of the profits will evaporate in the subsequent falling 
market. This most widely used method of valuing inventories is known 
as first-in first-out. There are five other widely known and occasionally 
used methods of valuing inventory that approach this problem in different 
ways, namely, '^base stock method of valuation, average cost, retail 
method, standard cost, and, of the widest current interest, last-in 
first-out. 

Retailers and wholesalers purchase finished products to which they 
add a distributing service in the process of reselling. Manufacturers 
purchase raw materials, to which they add labor and overhead to produce 
finished products. The finished products of one manufacturer are raw* 
materials for another. The raw material, together with the material 
partly or wholly manufactured but yet unsold, is inventory. When part 
of the inventory is sold it must be replaced if a business is to continue. 
In other words, some inventory is always on hand in all but very unusual 
business enterprises. Now, let us compare the various ways by which 
inventory may be valued, keeping in mind that, insofar as possible, the 
practice should be consistent from year to year. 

First-in First-out 

First is the first-in first-out method, the process that has been and still 
is more widely used than all others in the valuation of inventories. 

* Cotter, Arundel, FooVs Profits, pp. 11-14 (Barron's Publishing Company, 
Inc., New York, 1940). 
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Under this method, the cost of any article in the inventory is assumed 
to be the latest cost of the corresponding quantity purchased or produced. 
It is based on the assumption that the oldest material or finished goods 
are used or sold before using or selling any later purchases or productions, 
an assumption most applicable to concerns whose merchandise is subject 
to deterioration. This theory is predicated on the theory that inventory 
costs move toward expiration in the chronological order in which they 
are incurred. 

Under this first-in first-out method, the 1,100,000 pounds of copper 
on hand at the end of the year would be valued at the cost of the last 
1,100,000 pounds purchased. If that cost was 8 cents per pound for 
400,000 pounds, 9 cents per pound for 500,000 pounds, and 10 cents 
per pound for 200,000 pounds, the cost by this most widely used method 
would be $32,000 plus $45,000 plus $20,000, or $97,000. If the cost was 
10 cents per pound for the last 1,100,000 pounds of copper purchased 
during the year, the inventory would be carried at $110,000. 

During a period of rising prices there is included in income, under 
first-in first-out, unrealizable appreciation in the value of inventories; 
during a period of falling prices, operating profits are reduced or wiped 
out by unrealized inventory losses. Inventories often are highest, not 
only in value but also quantitatively, at the peak of a price cycle. Price 
appreciation on goods remaining in the inventory may never be realized 
because a period of rising prices is always followed, some time or other, 
by a period of falling prices. Where inventories have been materially 
increased by deliberate buying for a rise, or where inventories normally 
constitute an important part of the assets of a business enterprise, their 
valuation under first-in first-out may represent the most important factor 
in the determination of profit or loss during the up-and-down phases of 
the price cycle, inflating true profits in years of rising prices, and under¬ 
stating true profits when prices recede. 

The Controllers Institute of America has defined those industries 
where the first-in first-out method of valuing inventory clearly distorts 
income and fails to picture the correct cost of goods produced and sold. 
These industries are characterized by one or more of the following 
conditions: 

1. The inventory turnover consumes a relatively long period of time either 
because of the length of processing or conditions of merchandising, thus necessi¬ 
tating the maintenance at all times of a substantial inventory. 

2. The average investment in inventory is relatively large as compared with other 
assets. 

3. The inventory consists of a few basic and imperishable commodities which are 
subject to wide price fluctuation. 
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4. The cost of raw materials constitutes a substantial part of the cost of the 
finished product, and increases in the prices of raw materials are promptly 
reflected in the price of the product.* 

Base Stock 

The second way by which inventory may be valued is known as the 
base stock or normal stock method of control. This method is predicated 
on the theory that the only real costs are replacement costs, and that a 
fixed, or a relatively fixed, permanent quantity of inventory, analogous 
to a reservoir, without which operations would not be continued, must 
be maintained at all times. This essential supply, or base stock, is 
valued at a fixed price, usually so low that actual prices will never fall 
below it.® This part of the inventory is treated as though it were never 
sold, despite the fact that it is mixed with incoming inventory and physi¬ 
cally, more or less, does get processed and is used. Inventory purchased 
during a given year, or during other accounting periods, in excess of 
this base stock, is generally valued in inventory on the basis of cost 
or market whichever is lower, by the first-in first-out method, or by 
averaging. 

While the physical volume of inventory actually on hand may some¬ 
times fall below the base stock quantity, this fact does not interfere with 
the base price. When replacements are made and the physical stock 
again is brought to its predetermined normal size, any excess cost is 

* “Last-in, First-out Inventorying Takes Care of Wide Fluctuations,’^ The Con¬ 
troller^ Vol. VII, No. 5, p. 161, May, 1939. 

. . From the viewpoints of expediency and conservatism, it is important to 
successful operation of inventory control that base stocks be costed at a level suffi¬ 
ciently low to make it unlikely that a decline in market prices will ever place the 
management on the horns of a dilemma—^whether to disregard cost or disregard 
market. . . . National Lead Co., for instance, which is generally considered the 
leading exponent of normal stocks, when it started using the system in 1913, selected 
a base price for its stocks of lead of 3.4 cents a pound. This was the lowest level at 
which the metal had sold for decades, and it was believed that it would probably 
never reach such a low price again. However, in 1932 lead sold as low as three cents 
a pound, even a shade under for a brief space. Since the National Lead Co. con¬ 
servatively refused to abandon ^cost or market, whichever lower’ and, therefore had 
to write down the value of its stock, it suffered some loss between the years 1929 and 
1932 on normal stock account; but this loss was insignificant compared with that it 
would have been compelled to bear if it had valued its entire inventory in 1929 at 
around the price of 14 cents a pound at which lead sold in that year. Incidentally, 
National Lead Co. took advantage of the low of 1932 level to establish its normal 
stock at the lower level of three cents a pound, and thus it has gained additional insur¬ 
ance against inventory loss in the future. American Smelting & Refining Co. is also 
understood to carry its stocks of raw copper, as well as other metals produced, at 
around the lowest levels at which these various metals were quoted in several decades. 
Similarly, American Can’s base price for its normal stock of tinplate is believed to be 
about $2.60 a box of 100 pounds, a price not reached in a great many years .”—FooVs 
ProfitSj pp. 47-48. 
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immediately written off against earnings. If the market value breaks 
through the price at which the base inventory is carried, then the value of 
the base inventory is continued permanently at this lower level until 
another break-through. 

If 500,000 pounds of copper should be the base stock, then the inven¬ 
tory of the 1,100,000 pounds would be valued (1) 500,000 pounds at a 
base price, say, of 4 cents per pound or $20,000, and (2) 600,000 pounds 
at first-in first-out basis, 400,000 pounds at 9 cents per pound and 200,000 
pounds at 10 cents per pound, or $56,000, giving an inventory valuation 
of $76,000. 

The base stock method of inventory valuation has been used in 
Scotland, Wales, England, and Holland for more than half a century, 
although it is not generally accepted even in those countries. The Ameri¬ 
can Smelting & Refining Company® appears to have been the first large 
corporation in the United States to adopt base stock method of control. 
That took place in 1903.^ The National Lead Company® followed suit 
in 1913, and the American Can Company in 1917. More recently 
Endicott-Johnson Corporation adopted the base stock system in 1936, 
and the Corn Products Refining Company in 1939.® 

The United States Treasury Department has consistently refused to 
recognize the use of base stock accounting in corporate income-tax 
returns. Under these circumstances, it hardly seems likely that there 
will be any material growth in the use of base stock in corporation 
accounting except as a protection for stockholders and for the investing 
public. 

® The bulk of the inventory of American Smelting and Refining Company consists 
of eight items, domestic and foreign copper, domestic and foreign zinc, domestic and 
foreign lead, gold, and silver. Since 1903 the market values of these metals have 
broken through the values at which base stocks were carried. On these particular 
occasions the base stock has then been revalued as low as or lower than the current 
market price. At Dec. 81, 1939, the physical stock of inventory was down to approxi¬ 
mately the amount of base stocks. At that time the inventory, for tax purposes, was 
taken at last-in first-out which, in this case and at this time, was almost the same as 
base stock because of the size of the inventory. In its annual report to stockholders 
the company has continued to use base stock. 

^ FooVs Profity p. 44. 

* Since 1932 National Lead Company has carried its base stock of lead at 3 cents 
per pound. Inventory in excess of base stock is carried on various averages, or first-in 
first-out. The Dec. 31, 1948, annual report gives the physical quantity and price of 
base stock as follows: 49,687}^ short tons of lead at $0.03 per pound, 1,124^ short tons 
of tin at $0.21 per pound, 259 short tons of antimony at $0.05 per pound, 3,125 short 
tons of linseed oil at $0.06 per pound, and 5,600 short tons of flaxseed at $0.0348 per 
pound. That portion of the inventory carried at base stock amounted to $2,634,118.98 
out of $59,118,313. 

® Corn Products Refining Company in 1939 adopted base stock for corn, finished 
products, and goods in process except refined sugars. In 1942 base stock was also 
adopted for refined sugars. Inventories in excess of the base stocks are valued at 
current cost. 
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Average Cost 

Third is the average cost method of pricing inventory, a method which 
is peculiarly suitable to the tobacco industry. Fluctuations in the 
price of the various kinds of tobacco entering into the inventory are 
ironed out to a very material extent by this method of costing, The 
average cost is a ''moving averageand is figured from additions to 
and subtractions from stocks on hand each month over, roughly, a 3-year 
period. Market quotations for raw tobacco are entirely ignored. At 
times, inventory valuations on the balance sheet bear little relation to 
the immediate market prices. 

To use average cost it is quite necessary for a concern to have a com¬ 
plete cost system with perpetual inventory records kept in both dollars 
and quantities. The weighted average for an item is computed by 
adding the purchases to the beginning inventory and dividing the total 
dollar amount by the total quantity. This weighted average cost is 
used in pricing the closing inventory. This method eliminates much of 
the detailed pricing; it spreads the effect of price fluctuations; and it is 
more satisfactory from the managerial point of view where costs on the 
average are of greater importance than are costs of a particular lot.^^ 

Quite a number of companies in other industries have borrowed the 
average cost system from the tobacco processors, and its use is fairly 
general at the present time. A survey by the National Industrial Con¬ 
ference Board in 1938 revealed rather surprisingly that 39 per cent of the 
826 manufacturers that replied to a questionnaire employed it for all 
or part of their inventories. This survey did not include wholesalers 

10 ‘^From the point of view of regularity of income it is doubtful if the record of the 
three leading tobacco concerns, often referred to as ^The Big Three'—American 
Tobacco, Liggett & Myers, and R. J. Reynolds—can be equaled by comparable com¬ 
panies in any other industry. . . . Apparently they have been impervious to depres¬ 
sion influences. . . . What their stockholders and the investing public as a whole do 
not realize, however, although there has been no effort to conceal the fact, is that this 
remarkable showing was due in great part to the manner in w^hich they kept their 
books. Had these three companies reported inventory on the usual ‘cost-or-market, 
whichever is lower' basis, using Tirst-in-first-out,' it is certain that their earnings 
record would have been a great deal more erratic, that in some years one or more of 
them would have shown either a small profit or possibly a loss, wdiile in other periods 
reported income would have been swollen by high-priced inventories. Few^ if any 
industries have as severe an inventory problem as do the cigarette makers. . . . For 
one thing, inventories constitute an exceptionally large percentage of all assets—more 
than 75 per cent on the average. For another, tobacco must be kept for approxi¬ 
mately three years for ‘aging' increasing the impact of price changes upon value of 
stocks on hand. Again, cigarette prices cannot be changed rapidly to correspond with 
fluctuations in the raw material market."— FooVs Profits^ pp. 120-121. 

Nickerson, Clarence B., Application of the Cost or Market Rule to a Woolen 
Company," The Control and Valuation of InventorieSy p. 213 (National Association of 
Cost Accountants, New York, 1941). 

“Prevailing Practices in Inventory Valuation," Bulletin Number 1, Studies in 



302 


INTERNAL ANALYSES OF BALANCE SHEETS 


or retailers; at that time they were making practically no use of this 
form of inventory valuation. 

Retail Method 

Fourth is the retail method of inventory valuation. This method 
values the inventory at average cost or market, whichever is lower (on a 
rising market the value will be essentially cost; on a falling market, cost 
or market whichever is lower). It is considered to be the most scientific 
and satisfactory method of valuing inventories for retail enterprises, 
although in recent years many of the larger department stores have 
superimposed last-in first-out on the retail method. 

All purchases are entered in the merchandise record at cost and at 
predetermined selling prices. The difference between the cost of all 
items in the inventory and the total predetermined selling prices of 
all items represents the anticipated gross profit. This percentage of 
mark-on, with necessary adjustments for discounts, sales, and allowances, 
is applied to the ending inventory at the aggregate selling price, yielding 
the inventory at computed ^‘cost,^^ which may be cost or market which¬ 
ever is lower depending on price revisions on purchases, and price 
changes made on merchandise in stock. By this method, cost is a direct 
derivative of the price at which merchandise is currently being offered 
for sale. 

By use of the retail inventory^ method of valuation, the laborious 
process of inventorying and costing thousands of items to obtain an 
inventory figure for balance sheet purposes is eliminated. Balance 
sheets may be prepared monthly or as often as desired by using the book 
inventories obtained from the merchandise record or stock ledger. Like 
all book inventories, however, the retail book inventory must be checked 
periodically by physical inventories. This inventorying may be done for 
the store as a whole at one time or by departments or subdivisions of 
departments throughout the year. 

Standard Cost 

Fifth is the standard cost method of inventory valuation used in valuing 
finished products of a manufacturer. Standard cost has been defined 
as predetermined cost computed on the specifications of the product and 
predetermined manufacturing methods which include specific amounts 
of raw material, direct labor, and burden; it is more a theory of what cost 
should be than what cost really is. Standard raw material is obtained 
from an itemized schedule of the various kinds, grades, and sizes of 
materials used. Standard direct labor is obtained from an itemized 

Administrative Controly p. 6, Feb., 1938 (National Industrial Conference Board, Inc., 
New York). 
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schedule of operations necessary for the manufacture of the product, com¬ 
puted at current labor rates. Standard burden rates are established 
by means of a budget of the manufacturing expenses considered appro¬ 
priate to a normal level of operating capacity. The difference between 
standard costs and actual costs is usually reflected in overabsorbed 
and underabsorbed accounts which are used in making actual adjustment 
at the time of the physical inventory. 

Last-in First-out 

Sixth is the last-in first-out method of inventory valuation. Last-in 
first-out, unlike the base stock method of pricing inventory, disregards the 
necessity of any given volume of inventory. It assumes that real costs 
of goods sold are those of replacement, as nearly as possible at the time 
of sale, and, therefore, sales are costed on the basis of inventory latest 
acquired, or last-in, while first-in inventory is treated as unsold, or, in 
effect, a tool for future operations, and is thus reported on the balance 
sheet.^3 Since this method of interpreting cost does not necessarily 
require any fixed amount of stock, first-in inventory at the end of any 
given year will be affected by the volume of purchases and sales. It 
assumes that the 100,000 pounds of copper added to the inventory was 
the first purchased at 7 cents, while the copper later purchased, being 
last-in, was first-out, or sold. On this basis the 1,100,000 pounds would 
be valued at $67,000, or an average of approximately 6.1 cents per pound. 

As in the case of base stock, successful operation of last-in first-out 
presupposes that first-in stocks will be carried at a conservative price 
level. It is not essential, however, that low market quotations prevail 
at the time of the change to last-in first-out. It is probable that most 
of the companies using this system originally made some adjustment by 
writing down inventory values to what they considered conservative levels, 
and that these adjustments were charged to the profit and loss statement 
or to the surplus account. For the average manufacturing or processing 
concern the last-in first-out method of inventory valuation comes closer 

^'Petroleum, one of the greatest American industries, may claim the honor of 
being the leader, as an industry, in advocating and putting into practice itself the 
qast-in-first-out^ method of inventory valution. A number of oil companies have 
been costing their inventories on the current basis—using this method—for years, 
and in 1934 the American Petroleum Institute recommended the general adoption of 
the system by all producers and refiners. Although there are still some important 
organizations clinging to the old method it is probable that a greater percentage of oil 
concerns use Mast-in-first-out ^ than is the case in any other big industry. The reasons 
for this lie in the nature of the petroleum industry itself. In the first place, inventory 
is a serious problem. Values of stocks carried sometimes run as high as one-third of 
all invested capital, and there have been times when crude oil prices have declined as 
much as 50 per cent within the space of a few months. The impact of such large 
stocks subject to such wide price variations upon assets and profits is only too plain.”— 
FooVs Profits^ pp. 134. 
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to revealing to management, stockholders, and creditors the true con¬ 
dition of the business and the real profits or losses than any other account¬ 
ing formula that has yet been devised. 

Over a sufficiently long period of time—^a complete economic cycle— 
aggregate net operating results should be exactly the same, whether 
last-in first-out, first-in first-out, or any other approved method of valu¬ 
ing inventory is employed. The net profits before taxes of respective 
years within the cycle may vary considerably, depending upon which 
method is employed, and under present tax laws, net profits after taxes 
over a complete cycle will vary considerably. Last-in first-out tends 
to level off the annual net income by lowering the peaks and raising 
the valleys. 

This system of inventory valuation was first recognized by statu¬ 
tory provision of the Revenue Act of 1939. The fact that many import-, 
ant corporations had adopted this interpretation of cost before it was 
permitted for tax purposes indicates that in some cases benefits other 
than those arising from income-tax reasons were responsible for its 
adoption. 


NEED FOR INVENTORY CONTROL 

Inventories have been called the ‘‘graveyard of American business 
because they have so frequently been the prime cause of business fail- 
ures.”^"^ Inventories that have been allowed to become unwieldy often 
contain an ill assortment of poorly chosen or obsolete goods, or the 
management has speculated on rising prices. When prices fall, losses 
are assumed; if both the inventory and the liabilities are heavy, bank¬ 
ruptcy often results. The inventory is one of the more important 
balance sheet items because of its effect on the ratio of current assets 
to current liabilities and because of its direct relation to the profit and 
loss for two successive periods, the year just closed, and the following 
year. The importance of the inventory increases as the dollar volume 
of the inventory rises in relation to other assets. 

Losses from Falling Prices 

No one factor has such an immediate effect upon the well-being of a 
business enterprise as the level of prices of the raw material which a 
manufacturing concern uses, or the level of wholesale prices of the pro¬ 
ducts which a wholesale or a retail concern handles. If the general 
level of prices of the products which a concern is handling goes up, its 
own selling prices may be raised and an unexpected profit may be obtained 
on the inventory purchased at lower prices and already on hand. To 

Fibre, Wyman P., Introduction'' to The Control and Valitation of Inventories^ 
p. 1 (National Association of Cost Accountants, New York, 1941). 



NET SALES TO INVENTORY 


306 


a marginal enterprise balancing itself on the brink of uncertainty, that 
means renewed vigor and a somewhat longer lease on life. The time 
always comes, however, when the rise in prices ceases, hesitates, and then 
turns downward. When the downward trend sets in, the inventory 
on hand must be marked with lower prices in order that it may be sold in 
a competitive market, and a loss is taken in that very process, a process 
which ends only in a permanent blackout for many marginal concerns.^® 
It should also be kept in mind that every dollar added to or sub¬ 
tracted from the value of the inventory is reflected in a like amount 
in the profit and loss statement. The size of net profits depends upon 
the validity of the inventory values shown in the balance sheet. We 
have seen what a wide range in bases exist for this valuation. 

Losses from Obsolescence 

Second in importance to falling prices in the effect upon inventory losses 
is obsolescence, particularly where the inventory is not turned over as 
rapidly as is typical for a division of industry or commerce. Style, 
design, color, utility, and price are playing increasingly important parts 
not only in the retail trade, but also in manufacturing and wholesaling. 
To cope with these trends the manufacturer is faced with two major 
considerations. First, an adequate stock of the right merchandise must 
be maintained at the right time if a business is to progress, yet, at the 
same time, the inventory must be under constant control to avoid exces¬ 
sive stocks with consequent losses from obsolescence. Second, in spite 
of seasonal demand, the production program of a manufacturer must be 
planned so that a relatively even flow will continue throughout the year 
to obtain maximum benefits of plant, equipment, and labor utilization. 
If sales and production are carefully coordinated with effective controls, 
obsolescence in inventory will be kept to a minimum, except where market 
studies for the demand of a particular product, or the judgment of those 
responsible for style, design, color, utility, and price, have been in error. 

Aging of Inventory 

During very recent years businessmen have become more inventory con¬ 
scious than ever before in the history of American industry and commerce. 
There has been developing a technique of inventory control similar to 
the technique which has long existed in accounts receivable control. 
The objectives of inventory control are the keeping of the inventory in 
a definite relationship wdth net sales and with net working capital, the 
conversion of inventory into cash in the shortest possible time, the 

The correlation between price levels and failures is discussed in Chap. XXII, 
‘‘Causes of Business Failures and Losses on Bank Loans/^ Practical Bank Credit^ by 
Roy A. Foulke and Herbert V. Prochnow, pp. 563-586 (Prentice-Hall, Inc., New 
York. 1939). 
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minimizing of losses through obsolescence, depreciation, and expenses 
resulting from excessive inventory, and the developing of records to give 
a constant aging of inventory similar to an aging of receivables.^® 

The age of inventory is important from the financial point of view 
as it indicates the rate at which materials and merchandise are being 
converted into cash; simultaneously, it points out the costs of carrying 
goods in stock. A large inventory increases the current assets, but it 
also increases the current liabilities. In a manufacturing concern if 
the raw material does not find its way into salable finished merchandise 
in a reasonable length of time, its actual value may be much less than 
that carried on the books. 

Products in the inventory that have not been moved for a rela¬ 
tively long period may prove to be an unprofitable investment; they may 
eventually be sold at a loss or scrapped because of a change in design 
or in the line of products, because of the fact that the materials were 
not suitable or actually needed, or because the goods had been damaged 
or allowed to deteriorate. The most unsatisfactory items would be 
disposed of as obsolete, damaged, or deteriorated. An aging of inventory 
items, however, would furnish the information to management to fore¬ 
stall such losses. 

Moreover, it is costly to carry in stock goods for which there is no 
immediate use. If money is being borrowed at the rate of 4 per cent 
per annum, then the cost of goods lying in a store for a year is increased 
by that percentage. An exaggerated example of this situation was dis¬ 
closed by a company that had on hand enough of certain standard kinds 
of wood screws to fill its normal needs for 20 years. Had these wood 
screws been held until they were used, the last of them would have cost 
twice the original price. The analysis of the inventory by age may 
suggest the disposal of excess materials or prevent the addition of slow- 
moving goods to the inventory. 

There are certain times when it may be economical to add goods to 
the inventory even though they may not be used for a long period. When 
only a few pieces of a certain part are used in an assembly of which only 
a few are needed at a time, when the setup for the manufacture of the 
part is expensive, and w^hen the material is relatively inexpensive, it may 
pay to make a sufficient quantity at one time to last for a long period. 
In some types of manufacture, the time that is taken to prepare the 
machine and produce the first piece to pass inspection may justify the 

The problem of aging inventory like receivables has been receiving the attention 
of the l^owntown Textile Group, Inc., and the Uptown Group, Inc., both of New York, 
since July 15, 1942, when a committee of the Downtown Textile Group, Inc., first met 
to discuss this subject. 

Jackson, Jamies J., Taking the Merchandise Inventory, pp. 245-246 (Chemical 
Publishing Company of New York, Inc., New York, 1941). 



NET SALES TO INVENTORY 


307 


production of a large number once the setup is made. In such excep¬ 
tional cases it is economical to carry relatively large stocks of certain 
slow-moving items. 

The turnover of inventory is a means to an end, the end of earning 
the maximum of net profits. Heavy inventories involve losses from 
obsolescence and depreciation, and expense in carrying. Light inven¬ 
tories bring about lessening of profits through higher costs in fractional 
buying and loss of sales through incomplete stocks. In other words, 
an Aristotelian sense of proportion must come into play; the minimum 
inventory consistent with sound operations is the desired objective. 
That objective differs widely in different divisions of industry and 
commerce, and often within departments of the same concern. The 
only real bargain in inventory is as small a stock as circumstances will 
warrant with a rapid turnover of that stock, never the purchase of 
merchandise merely because it seems to be offered at a low price. 

Inventory Partially a Purchasing Problem 

The purchasing problems of a manufacturer are usually somewhat more 
complicated than those of a distributing business because of the greater 
fluctuations in raw material prices and because orders must often be 
placed weeks and months ahead of delivery. The larger manufacturers, 
in particular, must generally place orders for their requirements well in 
advance of their needs to be sure that there will be no interruption in 
production. 

Once purchase commitments arc made and orders are placed, it is 
extremely difficult and sometimes impossible to cut down on the growth 
of inventories with sufficient speed to keep a financial condition thor¬ 
oughly sound. This problem grows in importance with the size of 
the business. Inventories which are reasonable in one month may, 
within a very few months, become excessive and dangerous as a result of 
a sharp decline in the rate of sales. The only possible w^ay to avoid or 
to alleviate headaches which result from undigested inventories is to 
plan far ahead and, with large concerns, to build up efficient internal 
controls. 

ILLUSTRATIONS OF RELATIONSHIPS 

There are two practical guides to the size of inventories in commercial 
and industrial businesses, the relationship between the net sales and the 
inventory, and the relationship between the inventory and the net work¬ 
ing capital. This chapter is concerned with the first of these two rela¬ 
tionships. The ratio of net sales to inventory, or a qualification of this 
ratio—^the relationship of cost of sales to inventory, which tends to give 
a turnover rate—has been used for many years by progressive business 
executives. 



308 


INTERNAL ANALYSES OF BALANCE SHEETS 


Retail Men’s Clothing Store 

James Cluff started a small retail men’s furnishing shop 26 years ago 
in Jersey City, N.J., with a moderate investment of $5,600. At that 
time Cluff was a young man twenty-two years of age. He discontinued 
this business 4 years later and opened a slightly larger store in Newark, 
NJ., to retail men’s clothing, principally suits, topcoats, and overcoats 


[Schedule 31] Retail Men’s Clothing, Inc. 

Comparative Figures for Years Ended March 31, 19— 



(.C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

. $ 709 

$ 1,402 

$ 1,238 

Accounts Receivable. 

. 1,344 

1,496 

1,644 

Inventory. 

. 29,161 

32,447 

54,502 

Current Assets . 

. $31,214 

$35,345 

$57,384 

Fixed Assets. 

. 350 

518 

683 

Loans Receivable. 

. 1,872 

2,459 

3,964 

Deposits. 

. 175 

176 

185 

Total. 

. $33,611 

$38,498 

$62,216 

Liabilities 

Due to Bank. 

.$ 500 

$ 200 

$ 600 

Accounts Payable. 

. 8,497 

13,072 

16,871 

Accruals. 

. 103 

240 

216 

Due to James ClufT. 

. 3,502 

2,320 

1,034 

Current Liabilities . 

. $12,602 

$15,832 

$18,721 

Common Stock. 

. 20,820 

20,820 

40,000 

Earned Surplus. 

. 189 

1,846 

3,495 

Total. 

. $33,611 

$38,498 

$62,216 

Net Working Capital . 

. $18,612 

$19,513 

$38,663 

Current Ratio . 

. 2.48 

2.23 

3.06 

Tangible Net Worih . 

. $21,009 

$22,666 

$43,495 

Net Sales. 

. $52,498 

$46,497 

$65,462 

Net Profit. 

. {L)676 

1,657 

1,649 

Dividends. 

. None 

None 

None 


but with a side line of furnishings and shoes. Each of these units was 
operated as a proprietorship. 

The Newark business was incorporated 11 years ago under the style 
of Retail Men’s Clothing, Inc., with an authorized and paid-in capital 
of 25 shares of common stock of no par value. In the years immediately 
following the incorporation, sales declined and the financial condition 
of the business became involved. An involuntary petition in bank- 
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ruptcy was filed 9 years ago against the corporation by three creditors. 
Assets amounted to $17,555 and liabilities to $28,336. Claims were 
subsequently settled by the payment of 25 per cent in cash. The business 
was then resumed and operations have continued with more or less 
sucess up to the present time. The comparative figures for the past 3 
years appear in Schedule 31. 

At the end of year C and of year B operations were being conducted 
on a paid-in capital of $20,820. On the first day of year A, the paid- 
in capital was increased to $40,000 by the payment in cash of $19,180 
into the business by friends of James Cluff. The earned surplus at the 
end of year C amounted to $189, at the end of year B to $1,846, and at 
the end of year A to $3,495. Largely as the result of the issuance of 
the additional common stock for cash, the tangible net worth increased 
from $22,666 at the end of year B to $43,495 at the end of year A, 

During year C, net sales amounted to $52,498 and a net loss of $576 
was assumed. During year J5, net sales dropped to $46,497 but a net 
profit of $1,657 was earned on the smaller volume. During year A, 
net sales expanded to $65,462 and a net profit of $1,649 was recorded. 
No dividends were paid during any of these 3 years. 

The sales of the Retail Men's Clothing, Inc., are made largely on 
a cash basis. As a result, the receivables represent a nominal proportion 
of the current assets in each of the three balance sheets, ranging from a 
low of $1,344 in year (7 to a high of $1,644 in year A. Cash was also 
low on each statement. Under these circumstances the current assets, 
over the years consisted primarily of inventory. The relationship of 
the net sales to the inventory on each of these statement dates gave 
the following picture: 


Net Sales. 

Inventory. 

Ratio of Net Sales to Inventory 


Year C 
$52,498 
29,161 
1.8 


Year R 
$46,497 
32,447 
1.4 


Year A 
$65,462 
54,502 
1.2 


While the net sales were fluctuating down and then up over this 
3-year period, the inventory went up steadily. At the end of year C, 
the inventory stood at $29,161. One year later the inventory amounted 
to $32,447, and at the end of year A, to $54,502. As soon as the addi¬ 
tional funds had been invested in the business early in year A, the 
management used those funds to increase the stock of merchandise which 
fluctuated around this higher level throughout that fiscal year. 

The ratio between the net sales of $52,498 for year C and the inventory 
of $29,161 shown in the balance sheet at the end of year C amounted 
to 1.8 times. On the lower net sales of $46,497 for year B and the higher 
inventory of $32,447, the ratio dropped to 1.4 times. The net sales 
expanded to $65,462 for year A, but the inventory went up more than 
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a proportionate amount and the ratio now dropped to 1.2 times. Here 
is a steady downward trend in the ratio of net sales to the inventory for 
these 3 years. 

Condensed Analysis ,—The balance sheet figures for year C would, 
at a superficial glance, seem to disclose a satisfactory financial condition. 
The ratio of current assets to current liabilities was satisfactory, the 
relationship between the current liabilities and the tangible net worth 
was satisfactory, fixed assets were nominal, receivables were small, and 
there was no funded debt. Only two minor features gave an unfavor¬ 
able picture: the cash of $709 was certainly low, and a bank debt of only 
$500, in contrast to $8,497 owing for merchandise and $3,502 due to the 
president, would seem to indicate some reticence on the part of the bank 
to extend what might be termed reasonable credit. On the basis of 
the sales analysis as described in Chap. V, it would have taken 2.88 
months to have liquidated the accounts payable, and on buying terms of 
30 days, payments would certainly have been slow. This was later 
verified by an investigation; trade payments were running up to 60 days 
slow. Apparently Cluff had had to make advances to the corporation 
in order to meet the more extended trade obligations. 

A similar condition was reflected by the figures for both year B and 
year A, In both years, the cash was nominal, bank loans were small, 
accounts payable were progressively larger, the amounts due James Cluff 
grew smaller as payments were made on this indebtedness, receivables 
were small, and fixed assets were nominal. Loans receivable amounting 
to $1,872 in year C represented loans to two friends of Cluff. This item 
expanded to $2,459 in year and to $3,964 in year A, as additional funds 
were lent to these two friends and a new loan made to a third friend. 

When a study of relationships is made between the net sales of $52,498 
and the inventory of $29,161 for year C, the picture becomes decidedly 
more unfavorable. Here we have a ratio of only 1.8 times compared 
with a 5-year average ratio of net sales to inventory for retail men’s 
and boys’ clothing stores of 6.5 times. In other words, in year C this 
particular ratio was a little less than one-third as high as it should have 
been as a minimum. This ratio now became progressively more unfavor¬ 
able with 1.4 times in year B and 1.2 times in year A. The ratio of 1.2 
times for year A is approximately one-fifth as large as the 5-year average, 
indicating how poorly this business is being managed from a merchandis¬ 
ing point of view. 

With the relationship of net sales to inventory so greatly out of line 
in year A, two conclusions would seem obvious: (1) the inventory over 
the years has probably included a steadily increasing proportion of soiled, 
out-of-style, or unsalable merchandise which presumably is being carried 
at cost and not at marked-down values, and (2) the management, even 
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though it has operated this business and its predecessor for 15 years, 
knows little about merchandising and the desirability, even the necessity, 
of inventory turnover. The inventory had become so greatly excessive 
by the end of year A that probably both conclusions are valid. 

On the net working capital of $38,663 for year A, an inventory no 
greater than this amount should be carried. Net sales of a retail concern 
in this line of business and of this size under fairly capable management 
should amount to approximately $140,000. By obtaining the typical 
ratio of net sales to inventory of 6.5 times, a reduction could be obtained 
in the inventory from $54,502 to around $21,600, which would release 
$30,902 to reduce liabilities and to increase cash to a reasonable amount. 

Jf the inventory at the end of year A actually contained an increasing 
amount of out-of-style merchandise which was unsalable except at a 
considerable markdown, then the figure at $54,502 is inflated. If that 
inflation existed to an amount greater than $1,657 in year B and greater 
than $1,649 in year A, then losses were actually assumed in those years 
instead of the net profits that were recorded. What is actually needed 
in this situation is (1) a physical inventory of every piece of merchandise 
by competent outside appraisers, (2) a policy of weeding out and reducing 
inventory to an amount not greater than the net working capital, at the 
same time keeping the inventory well balanced, and (3) an operating 
policy that would build up net sales. That policy might involve increased 
advertising, a lower markup, or a change in the type and price level 
of merchandise to cater more nearly to the requirements of available 
customers. 

Manufacturers of Men’s Clothing 

The Men^s Suit Co., Inc., was incorporated 3 years ago under the laws 
of the State of New York with an authorized capital of 200 shares of 
preferred stock, par value of $100, and 400 shares of common stock of no 
par value. At the end of the first year of operations, the paid-in capital, 
consisting of the 400 shares of common stock, was carried in the balance 
sheet at $113,000. No preferred stock was outstanding. In year B, 
120 shares of preferred stock, carried at $12,000, were issued for cash. 
No further change was made in the capitalization. 

This business is controlled by one Fred Solomon, the president of 
the corporation. At the end of year A, Solomon was forty-nine years of 
age. In his business career he had been employed first as a salesman 
for a manufacturer of men's clothing, and then as a principal in three 
successive concerns engaged in manufacturing men's clothing. None of 
these three concerns had been successful. Creditors, however, had 
assumed no losses in these ventures. As each concern had been liquid¬ 
ated all obligations had been paid in full. 
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Men's Suit Co., Inc., manufactures medium and better priced men's 
suits, topcoats, and overcoats. Sales are made on 60-day terms to 
department stores and retail men's clothing stores throughout the United 
States. Garments are cut on the premises but are completed by outside 
contractors. The comparative fiscal figures for the 3 years that the 
business has been in existence appear in Schedule 32. 


[Schedule 32] Mentis Suit Co., Inc. 

Comparative Figures for Years Ended June 30, 19— 



(C) 

Three Years 
Ago 

(«) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

.... $ 68,178 

$ 43,760 

$ 35,447 

Notes Receivable. 

2,216 

2,102 

4,110 

Accounts Receivable. 

98,110 

121,043 

181,496 

Inventory. 

. 140,002 

146,201 

279,896 

Current Assets . 

... $308,506 

$313,106 

$500,949 

Furniture and Equipment. 

255 

201 

2,870 

Miscellaneous Receivables. . 

594 


158 

Deferred Assets. 

206 

85 

107 

Total. 

.... $309,561 

$313,392 

$504,084 

Liabilities 

Due to Banks. 

.... $ 60,000 

$100,000 

$ 80,000 

Due to Contractors. 

. 22,105 

24,565 

23,912 

Accounts Payable. 

. .. 114,171 

60,220 

252,401 

Accruals. 

77 

1,191 

5,158 

Current Liabilities . 

. . $196,353 

$185,976 

$361,471 

6% Cumulative Preferred Stock. . . 


12,000 

12,000 

Common Stock. 

113,000 

113,000 

113,000 

Surplus. 

208 

2,416 

17,613 

Total. 

$309,561 

$313,392 

$504,084 

Net Working Capital ... .... 

$112,153 

$127,130 

$139,478 

Current Ratio . 

1.57 

1.68 

1.39 

Tangible Net Worth. 

. $113,208 

$127,416 

$142,613 

Net Sales. 

. $718,624 

$606,943 

$801,625 

Net Profit. 

1,696 

2,928 

15,917 

Dividends. 

. . None 

720 

720 


These balance sheets are dated June 30, which is normally the date 
after spring inventories have been liquidated and just prior to the receipt 
of piece goods to be made into autumn and winter garments. The 
typical concern in this line of business would normally close its fiscal 
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year with an inventory that would be approximately one-sixth as large 
as its annual net sales. In this case the inventory was materially greater 
on each statement date, with a constantly upward tendency. 

Net sales in year C amounted to $718,624. For year JS, the net 
sales dropped to $606,943, and then in year A expanded to a high point 
of $801,625. Net profits were earned each year. The net profits for 
year C only amounted to $1,696, which was 0.23 per cent on the net sales. 
For year B, the net profits increased to $2,928, which was 0.48 per cent on 
the net sales. For year A a very satisfactory return of $15,917 was 
recorded, representing 1.98 per cent on the net sales. 

Over these 3 years the minimum of dividends were paid, none in 
year C, $720 on the preferred stock in year B, and $720 on the preferred 
stock in year A. As a result of these minimum dividend payments, a 
very substantial portion of the earnings was reinvested in the business. 
Between year C and year A, the tangible net worth increased from 
$113,208 to $142,613, partly from earnings and partly from the issuance 
of preferred stock for cash. 

In several ways, these balance sheets are unusual. Among these 
features is the ratio of the net sales to the inventory. These two items 
give the following relationships over the 3 years: 


Net Sales. 

Inventory. 

Ratio of Net Sales to Inventory 


YearC 

$718,624 

140,002 

5.1 


Year B 
$606,943 
146,201 
4.2 


Year A 
$801,625 
279,896 
2.9 


While the net sales were fluctuating, first down, and then up, the 
inventory showed a steadily upward growth on each statement date. 
The inventory at the end of year C was $140,002, at the end of year B 
$146,201, and at the end of year A $279,896. Between year C and year 
A the inventory went up 99.9 per cent. As a result of this upward trend 
in the inventory, the relationship between the two items became more 
and more unfavorable. Whereas the typical concern in this line has a 
ratio of net sales to inventory of 8.2 times, this ratio for Men’s Suit 
Co., Inc., dropped from 5.1 times in year C to 4.2 times in year B, and 
to 2.9 times in year A. In year A the relationship was less than one-half 
what would normally be expected. 

Condensed Analysis ,—There are several situations which are not 
conducive to confidence in these comparative figures. The ratio of 
current assets to current liabilities was low on each of the three bal¬ 
ance sheets and particularly so on the balance sheet at the end of year 
A, That the current liabilities were very heavy is also evident by the 
ratio of the current liabilities to the tangible net worth. Whereas 
the typical ratio of current liabilities to tangible net worth for a manu¬ 
facturer of men’s suits and coats is around 41.2 per cent on the fiscal 
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date, here the ratio was 173.4 per cent in year C, 145.8 per cent in year 
5, and 253.5 per cent in year A, 

To ascertain why the current liabilities were so heavy, the analyst 
must look to the current assets. The explanation must rest in the current 
assets in view of the fact that such a nominal proportion of the tangible 
net worth, only 2.01 per cent in year A, was represented by fixed assets. 
When fixed assets are heavy, often the current liabilities are also heavy 
to carry a normal volume of business for the tangible net worth. The 
situation which predominates here is very different. 

The current assets in this case were made up of four, or if we consider 
the notes receivable and acounts receivable together as one, of three 
items. The cash, with the exception of year C, was reasonable, at least 
there was no excess. The accounts and notes receivable gave an average 
collection period based on net sales of 51 days, 74 days, and 84 days, 
respectively. On selling tenns of 60 days, the collection periods in 
year C and in year B were well in proportion. The average collection 
period of 84 days in year A, as will be seen from Chap. XIII, was only 
slightly in excess of a normal leeway. So, even though the colle(;tion 
period had been going up, it had just reached the point in year A where 
some attention was needed to see that no further expansion took place. 
This conclusion was then verified by obtaining the following aging of 
the receivables: 


June shipments. $113,339 

May shipments. 41,199 

April shipments. 19,382 

March shipments. 10,305 

February shipments. 3,147 

Total. $187,372 

Less: Reserve for Discounts. 1,766 

Accounts and Notes Receivable, Net. $185,606 


Of the total accounts and notes receivable, 82.5 per cent repre¬ 
sented shipments within 60 days, and 92.9 per cent shipments within 
90 days. Only $13,452, or 7.1 per cent, represented shipments more than 
90 days old, which is quite a satisfactory showing. 

For an explanation of the heavy current liabilities we are now left 
to the last item in the current assets, namely, the inventory. In the 
comparison which has already been made between the net sales and the 
inventory, we found a gradual but steady downward trend in the relation¬ 
ship from 5.1 times in year C, to 4.2 times in year J5, and, although it is 
almost unbelievable, to 2.9 times in year A, The verification of the 
heaviness of the inventory is also found in the relationship between the 
inventory for each year and the respective net working capital. This 
relationship is taken up in Chap. XII. 
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The typical manufacturer of men’s suits and overcoats has a rather 
moderate inventory on June 30; spring merchandise has been made up and 
largely or completely sold, unless there is a carry-over; piece goods 
generally are on order for delivery in July and August to be made into 
autumn and winter clothing. Under these operations, the inventory 
on June 30 for a concern of this size might range normally somewhere 
between $50,000 and $125,000. For each year the inventory exceeded 
this maximum outside limit, and at the end of year A it was more than 
twice as large. 

An explanation was in order. The heaviness of the inventory in 
year A might have been caused by the inability to liquidate spring 
suits. If so, the concern was headed for trouble; those suits would have 
to be sold at a sacrifice to raise cash, or, if the bank were particularly 
friendly and liberal, be carried until the next spring season, which would 
mean excessive bank borrowings to carry this merchandise and to finance 
the heavier winter business. On the other hand, the heaviness might 
be due to the fact that the management had completed its spring season 
and had ordered and received early shipments of piece goods for autumn 
and winter garments in order to start cutting early. Such a situation 
would be extremely favorable. Which interpretation of the figures was 
correct could be obtained only from an explanation by the management. 

That explanation fortunately turned out to be the favorable one. 
A breakdown of the inventory carried at $279,896 in the balance sheet 
for year A disclosed a nominal carry-over of spring suits as follows; 


Finished suits, spring season. $ 12,360 

Finished suits, autumn and winter. 110,311 

In process. 90,570 

Piece goods. 41,734 

Trimmings. 24,921 

Total. $279,896 


So, here is a concern which apparently has had a heavy financial 
condition over the 3 years, with a very unbalanced condition at the end 
of the fiscal year A. However, the financial condition as of the end of 
year A was quite satisfactory. It is a fact that current liabilities were 
far heavier than normal, but the assets supporting these liabilities were 
sound. With such heavy liabilities the financial condition was one 
which would need to be followed closely. If the autumn and winter 
season should not work out as budgeted, if net sales should drop off, 
if the piece goods which had been purchased represented ^‘fancies” 
and the clothing made with it would not sell easily, if a substantial 
loss should be taken on any one or on several accounts, if returns should 
be heavy as a result of poor manufacturing, in short, if any situation 
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should arise where the business did not function on schedule, the heavy 
liability condition could very well become a vulnerable one. 

Manufacturer of Heavy Chemicals 

Industrial Chemicals, Inc., was incorporated under the laws of Delaware 
in 1919 as a consolidation of two successful corporations, both of which 


[Schedule 33] Industrial Chemicals, In(\ 

Comparative Figures for Years Ended December 31, 19— 



(O 

Three Years 
Ago 

(B) 

Two Years 

Ago 

u) 

One Year 
Ago 

Assets 

(^ash. 

.. $ 291,283 

$ 323,149 

$ 295,374 

Notes Receivable. 

23,702 

41,212 

32,261' 

Accounts Receivable. 

576,210 

642,512 

352,621 

Inventory. 

.. 1,028,095 

1,550,213 

2,025,006 

Marketable Securities. 

44,687 

100,000 

Current Assets . 

.. $1,963,977 

$2,557,086 

$2,805,262 

Real Estate. 

117,452 

117,452 

117,452 

Buildings. 

618,777 

610,627 

590,624 

Machinery and Equipment.... 

646,043 

635,941 

595,041 

Miscellaneous Receivables. 

10,285 

3,561 

14,277 

Deferred Charges. 

Postwar Refund. 

53,399 

61,092 

61,843 

21,000 

1 

Patents. 

1 

1 

Total. 

.. $3,409,934 

$3_^85^6q 

$4,205,500 

LlABILITttES 

Notes Payable to Banks. 

$ 200,000 

$ 500,000 

$ 500,000 

Due to Officers... 

22,480 

6,500 

120,299 


Accounts Payable. 

13,105 

116,585 

Accruals. 

92,778 

74,770 

70,575 

Reserves for Contingencies.... 


50,000 

150,000 

Dividends Payable. 


30,000 

30,000 

Reserve for Taxes. 

151,054 

210,000 

336,000 

Current Inabilities . 

.. $ 479,417 

$ 991,569 

$1,203,160 

6% Cumulative Pref. Stock. . . 

157,614 

157,614 

157,614 

Common Stock. 

.. 1,650,000 

1,650,000 

1,650,000 

Capital Surplus. 

366,126 

366,126 

366,126 

Earned Surplus. 

756,777 

820,451 

828,600 

Total . 

.. $3,409,934 

$3,985,760 

$4,205,500 

Net Working Capital . 

.. $1,484,560 

$1,565,517 

$1,602,102 

Current Ratio . 

4.10 

2.58 

2.33 

Tangible Net Worth . 

.. $2,930,516 

$2,994,190 

$3,002,339 

Net Sales. 

. . $3,834,615 

$4,036,726 

$4,395,546 

Net Profit. 

308,792 

205,131 

141,457 

133,106 

Dividends. 

124,957 

124,957 
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had been engaged in the manufacture of heavy chemicals. At the end 
of year A, operations were being conducted on a paid-in capital of $157,- 
614 of 6 per cent cumulative preferred stock, $1,650,000 of comipon 
stock, capital surplus of $366,126, and an earned surplus of $828,600. 

Among the heavy chemicals which this concern manufactures are sul¬ 
furic, nitric, hydrochloric, chlorsulfonic, and acetic acids, chlorine, 
caustic soda, alum, niter coke, sodium sulfate, sodium sulfite, and sodium 
sulfide. In recent years, experimentation has also led to the pro¬ 
duction of specialties such as coal-tar intermediates, phosphoric acid 
compounds, plastics, and rubber chemicals. Some products are sold on 
30-day net terms and others on 60-day net terms. 

Operations were conducted profitably during each of the 3 years 
under review, but with decreasing profits. For year (7, the net profits 
were $308,792, or 10.54 per cent on the tangible net worth; for year B 
$205,131, or 6.85 per cent on the tangible net worth; and for year A 
$133,106, or 4.44 per cent on the tangible net worth. Dividends of 6 
per cent on the outstanding preferred stock, amounting to $9,457, were 
paid each year. In year C and in year A, dividends of 7 per cent, 
amounting to $115,500, were paid on the outstanding common stock, 
and in year B 8 per cent, amounting to $132,000. As the earnings 
exceeded the dividends each year, the surplus account increased from year 
to year, but very moderately in year A. The comparative figures fof the 
3 years appear in Schedule 33. 

While the net profits were decreasing from year to year, most of 
the other items were increasing. The current assets expanded from 
$1,963,977 in year C to $2,805,262 in year A, the current liabilities 
from $479,417 to $1,203,160, the net working capital from $1,484,560 
to $1,602,102, and the net sales from $3,834,615 to $4,395,546. 

The increase in the current assets was brought about by the steady 
expansion in one item, the inventory. With the increase in current 
assets, the current liabilities, likewise, had to expand, less the retained 
net profits and less the amount of the earned depreciation on the fixed 
assets. In other words, the changes from year C to year B to year A 
in this particular case had been brought about largely by carrying a 
steadily increasing inventory to take care of the increasing sales. The 
relationship between these two items gives the following interesting 
pictures for the 3 years: 


Year C 

Net Sales. $3,834,615 

Inventory. 1,028,095 

Ratio of Net Sales to Inventory. 3.7 


Year B 
$4,036,726 
1,550,213 
2.6 


Year A 
$4,395,546 
2,025,006 
2.1 


The net sales increased from $3,834,615 for year C to $4,036,726 
for year J8, an increase of 5.2 per cent. Net sales then expanded to 
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$4,395,546 for year A, an increase of 14.6 per cent over the net sales 
for year C. 

The inventory increased at a much more rapid rate. At the end of 
year C the inventory amounted to $1,028,095. By the end of year B, 
the inventory amounted to $1,550,213, representing an increase of 50.8 
per cent. By the end of year A the inventory amounted to $2,025,006, 
an increase of 96.9 per cent over year C. 

Because of the more rapid increase in the inventory, the ratio between 
the net sales and the inventory went downward steadily. At the end 
of year C, this ratio was 3.7 times. At the end of year B it was 2.6 
times, and at the end of year A only 2.1 times. 

Condensed Analysis .—The figures as of the end of year C disclosed 
an all-round healthy condition. The ratio of current assets to current 
liabilities was 4.10 times and was high, well above many concerns in 
this line. The current liabilities amounted to $479,417 and represented 
only 16.3 per cent of the tangible net worth. The fixed assets represented 
47.2 per cent of the tangible net worth and were just about aver¬ 
age. The receivables and the inventory were likewise in satisfactory 
proportion. 

In one respect, however, the figures were open to real improvement. 
The net sales for the year amounted to $3,834,615 and were low. These 
sales were low from three relationships: with the tangible net worth, 
with the net working capital, and with the inventory. Net sales would 
have been more in line if the volume had ranged in the neighborhood 
of $5,000,000. 

In year B the net sales increased moderately, indicating that the 
active managerial staff was on the way to the objective of $5,000,000. 
All the proportions of the business remained in healthy shape, with 
this one exception. The management apparently believed that th(» 
way to obtain the increased sales was to expand its products substan¬ 
tially so that customers would have wider choice, and consequently the 
inventory expanded from $1,028,095 to $1,550,213 and became excessive. 
The net sales of $5,000,000 under proper inventory control could easily 
have been obtained on the inventory of $1,028,095 of year C. At the 
end of year B, the management now had two problems instead of one; to 
increase the net sales, and at the same time to reduce what had become 
an excessive inventory during the year. 

As we have seen, the net sales increased to $4,395,546 in year A, 
on the way to that $5,000,000 mark but still quite far from it. The 
inventory, instead of being reduced, continued to expand to $2,025,006 
and at that figure was almost one-half as large as the net sales, whereas 
the typical inventory in the industrial chemical field on the fiscal state¬ 
ment date is in the neighborhood of one-sixth of the annual net sales. 
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The fixed assets continued in proportion, the receivables were in excellent 
shape with an average collection period of only 32 days, the current debt 
was not excessive, but the inventory was out of all reasonable proportion. 

The problem of the analyst now became one of learning, if possible, 
by a skilled survey or by an explanation from the management, how the 
inventory was valued, to be sure that it had not been inflated in any way 
or that no part that had deteriorated was being carried at the full value 
of first-class merchandise. If any such program had been followed pur¬ 
posely or accidentally, the real value of the inventory was less than the 
stated amount, and the surplus account likewise. In such a predicament, 
the analyst would need to adjust the inventory figure, the surplus account, 
and also the reported net profit downward to the extent of the revaluation. 

If no such situation existed, the analyst would be faced with an 
unsound picture with an inventory twice as large as it should be at the 
end of year A for this particular business. Under these circumstances, 
a considerable loss would materialize in the liquidation of slow-moving 
items in the inventory during any period of falling prices, a contingency 
that must always be anticipated. So, although this business is not 
in financial difficulty and headed for obvious bankruptcy, the situation 
is one which is open to improvement, and well worth the ingenuity of 
skilled capable management to earn more reasonable, let alone maximum 
profits. 


TYPICAL RATIOS OF NET SALES TO INVENTORY 

Before excessive inventories are appreciably reduced, losses are 
often involved. If a business enterprise has both an excessive inven¬ 
tory and top-heavy liabilities, financial embarrassment is often the 
result before the inventory can be brought into line. Comparatively few 
managements, however, recognize an excessive inventory condition during 
its early stage because they have no measuring stick; they have no 
means of setting a definite figure that the inventory in their particular 
business should not exceed. Their individual experience has been 
inadequate to provide the answer. No management ever planned 
deliberately to build up an excessive inventory except for speculation. 
When the products or materials which comprise a heavy inventory were 
ordered, there was no expectation that the inventory would become 
excessive; it became so only in the course of time and in the light of 
conditions which later arose, or by failure to recognize the condition. 
Inventory problems are thus the results of human errors or mistakes in 
judgment. In this chapter one method of measuring the relative size 
of inventory, the ratio of net sales to inventory, has been discussed; in 
the following chapter a supplementary measuring unit, the ratio of 
inventory to net working capital, will be taken up. 
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The relationship between net sales and inventory may be increased 
in three ways: by maintaining net sales at a constant level with a decreas¬ 
ing inventory, by expanding net sales on the same inventory, and by 
increasing net sales and reducing the inventory. All else being equal, 
turnover and net profits will increase slightly in the first situation, and 
more in the second and third situations. 

A business enterprise operating in a line of activity where the inven¬ 
tory has a high degree of price responsiveness, where the turnover of 
inventory is low, and where the inventory represents a high percentage 
of the net working capital is very much at the mercy of fluctuating 
prices. On the basis of the widely used first-in first-out cost, without 
making any inventory write-down, a period of rising prices will show 
exceedingly gratifying net profits. When the economic cycle enters its 
price-declining phase, the net profits, if there are any at all, will be 
exceedingly ungratifying. 

A second concern in the same line of business with a rapid turnover 
of inventory will enjoy prosperity on the upswing also, but will not 
suffer as much on the downswing. Moreover, as between two concerns 
with, approximately similar rates of turnover, the one with the largest 
investment in inventories will experience a far greater spread between 
the upgrade and downgrade movements than will the one with the smaller 
inventory. A rapid turnover of stock is ordinarily supposed to indicate 
good financial management. The business with a quick turnover 
naturally ties up a smaller proportion of capital in inventory than does 
the concern whose turnover is slower. In some lines of business, however, 
profits are high even though turnover is slow. 

It must not be supposed that by merely increasing the turnover of 
inventory, net profits expand. It must be remembered that net profits 
are actually not earned until bills are paid, nor is a profit earned unless 
the cost of goods and all expenses of conducting the business have been 
more than covered by the price received. It is possible to speed up 
the turnover by selling merchandise at a low price. It is also possible 
to increase the turnover by intensive and extensive methods of selling 
that may more than counterbalance any gains which may come through 
greater volume in sales. Obviously, there is in each business a point 
beyond which it is not financially profitable to attempt to secure a larger 
volume of net sales. Perhaps the surest and easiest method of increasing 
turnover is to buy “light^’ and carry at all times only the amount of 
inventory absolutely necessary. 

Turnover of Inventory 

The turnover of inventory is a term meaning the ratio of cost of sales to 
the inventory. In a trading business, it is desirable to compare the 
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cost of sales with the average merchandise throughout the year based 
upon monthly inventory figures. In a manufacturing business, the 
ratio is usually computed by dividing the cost of sales by the average 
monthly inventory. It is evident that even this computation is not 
altogether accurate since the average inventory may be composed of 
varying quantities of finished merchandise, goods in process, and raw 
material. The most exact step would be to compare the average monthly 
volume in units of inventory with the actual volume in units sold, whether 
or not in the original form. This would give a true comparison of phys¬ 
ical quantities which would unmistakably show the turnover of goods. 
However, such figures are rarely available to the analyst. 

From the study of a balance sheet it is impossible to ascertain the 
average value of inventory carried during the year unless the business 
is largely free from seasonal fluctuations, a situation which is rarely true. 
Often stock is taken and financial returns are made when the inven¬ 
tory is low, and hence the balance sheet figure may be somewhat mis¬ 
leading. Sometimes a fair approximation may be arrived at by taking 
the mean of the high and low figures for the year, or by an average of 
the inventory at the beginning and the end of the year. These various 
methods of obtaining an inventory figure to compare with cost of sales 
are available to the operating management but rarely to the outside 
analyst. Even when no wholly accurate or absolute inventory figures 
are available, it is still very useful to compare the inventory reported in 
the annual balance sheet with the annual net sales. In this manner, 
light may be thrown upon the comparative conditions and policies of 
different establishments in the same industry. 

The table at the end of this chapter was obtained by dividing annual 
net sales by the inventory item appearing on the year-end balance sheet. 
Inventory is generally carried at the lower or cost or market, while net 
sales represent the value of merchandise sold during the period at selling 
prices, which includes the markup over cost. Consequently, this ratio 
is not actually a turnover such as would be obtained by dividing cost 
of sales by the inventory, or net sales by the aggregate selling price of 
the inventory. It is, however, a relationship that has become widely 
used over the years, as these two figures are more readily available to 
provide standards. 

When this ratio is high, it is evidence of the generally high quality 
of the inventory and of the ability of the management to move its mer¬ 
chandise quickly. Conversely, when the ratio is low, the inclusion of 
slow-moving, possibly obsolete or shopworn items of questionable value 
may be suspected, and some doubt may be raised regarding the efficiency 
and merchandising ability of the management. 

It is extremely difficult to establish the full importance of a current 
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act in its place, its respective niche, in history. Likewise it is difficult 
to orient a business in the current movements and trends of economic 
activity. When prices are falling, a rapid turnover of inventory is a 
matter of basic importance in restricting losses. When prices are rising, 
the turnover of inventory and its size contribute much toward keeping 
a business in healthy condition. A heavy or an excessive inventory, 
purchased for a speculative profit, decreases the turnover. Changes in 
style, customs, needs, and new competitive products result in hazardous 
complications, particularly in those concerns where inventories are 
excessive and, at the same time, current liabilities are heavy. 

Schedule 34 at the end of this chapter gives the typical ratios of 
net sales to inventory for 68 lines of business activity—40 manufacturers, 
21 wholesalers, and 7 retailers—each year for the 5 years from 1943 to 
1947, and a 5-year average ratio for this spread of years. Of the 40 lines 
of manufacturing activity that comprise this running study, packers of 
meats and provisions show the highest 5-year average ratio of net sales 
to inventory of 21.0 times, bottlers of soft drinks and carbonated water 
are second with 16.6 times, and bakers are third with 15.5 times. Manu¬ 
facturers of ladies’ apparel such as dresses, coats, suits, and underwear 
from piece goods show a relatively high ratio, as inventories in these 
lines of activity are invariably at the low point of the year when bal¬ 
ance sheets are drawn off. Manufacturers of cigars have the lowest 
5-year average of 2.3 times, followed by manufacturers of fur garments 
with 5,6 times, and manufacturers of drugs with 5.8 times. 

Of the 21 lines of wholesaling, the wholesalers of fresh fruit and 
produce have the highest 5-year average with 33.1 times, second are 
wholesalers of cigars, cigarettes, and tobacco with 30.8 times, and third 
are the wholesalers of meat and poultry with 24.0 times. The lowest 
ratio among the wholesale trades is contributed by wholesalers of paints, 
varnishes, and lacquers with 5.5 times. 

The 5-year average ratio among the retailers ranges from a high of 
9.0 times for women’s specialty shops to a low of 5.8 times by retailers 
of furniture. 

Maxim 

Heavy or excessive inventories are to be avoided just as much as over¬ 
investment in fixed assets and large liabilities. Constant attention 
to these three items is of the utmost importance in the continuous success¬ 
ful operation of every commercial and industrial business enterprise. 
The same yearly depreciation charges must be taken when a plant is 
operating at 25 per cent capacity as at 100 per cent, and the same interest 
charges must be paid on funded obligations in a depression as in good 
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Ratios of Net Sales to Inventory [Schedule 84] 


Number of Times 


Lines of Business Activity 



Median 


Five- 

1 

1943 

1944 

1945 

1946 

1947 

year 

Average 

Manufacturers 

Airplane Parts and Accessories. 

7.9 

12.1 

19.3 

3.5 

6.2 

9.8 

Automobile Parts and Accessories. 

10.0 

11.6 

9.8 

5.0 

5.6 

8.4 

Bakers. 

16.5 

18.4 

13.2 

14.6 

14.6 

15.5 

Bedsprings and Mattresses. 

8.8 

13.2 

9.4 

8.4 

8.2 

9.6 

Breweries. 

11.8 

15.3 

17.2 

14.3 

14.5 

14.6 

Chemicals, Industrial. 

6.7 

6.8 

8.0 

8.1 

4.8 

6.9 

Cigars. 

2.1 

2.2 

2.9 

1.8 

2.4 

2.3 

Clothing, Children’s Dresses and Wash 
Suits. 

13.2 

11.0 

12.9 

7.2 

6.5 

10.2 

Clothing, Men’s and Boys’. 

7.9 

8.6 

10.5 

7.6 

6.5 

8.2 

Coats and Suits, Women’s. 

15.8 

12.7 

13.1 

12.6 

9.5 

12.7 

Confectionery. 

15.3 

12.5 

17.8 

10.0 

10.6 

13.2 

Cotton Cloth Mills. 

6.9 

8.7 

5.9 

5.8 

5.5 

6.6 

Cotton Goods, Converters. 

8.8 

10.9 

10.0 

6.6 

5.3 

8 3 

Curtains, Draperies, and Bedspreads. .. 

11.4 

10.7 

13.7 

8.5 

6.9 

10,2 

Dresses, Rayon, Silk, and Acetate. 

15.9 

12.8 

16.0 

9.4 

8.4 

12.5 

Drugs. 

6.6 

6.5 

5.9 

4.8 

5.3 

5.8 

Electrical Parts and Supplies. 

6.4 

6.2 

6.7 

5.3 

5.6 

6.0 

Foundries. 

14.4 

14.4 

12.1 

8.0 

6.0 

11.0 

Fruits and Vegetables, C’aniiers. 

5.7 

8.4 

9.4 

5.2 

3.3 

6.4 

Fur Garments. 

9.8 

4.0 

5.3 

4.0 

4.8 

5.6 

Furniture. 

7.9 

8.9 

8.6 

7.2 

7.6 

8.0 

Hardware and Tools. 

9.2 

10.8 

9.7 

6.6 

6.3 

8.5 

Hosiery. 

, 9.1 

9.9 

10.5 

8.9 

9.3 

9.5 

Leather Garments. 

! 11.9 

15.2 

8.7 

6.9 

5.4 

9.6 

Luggage, licather. 

! 22.9 

11.6 

13.4 

10.5 

5.7 

12.8 

Machinery, Industrial. 

' 7.9 

8.8 

7.3 

5.4 

5.4 

7.0 

Meats and Provisions, Pac^kers. 

20.7 

26.1 

20.2 

17.9 

20.0 

21.0 

Metal Stampings. 

12.8 

16.1 

11.9 

7.6 

8.7 

11.4 

Outerwear, Knitted. 

12.0 

12.5 

15.4 

8.1 

5.2 

10.6 

Overalls and Work Clothing. 

1 7.8 

12.6 

7.3 

6.1 

7.1 

8.2 

Paints, Varnishes, and Lacquers. 

6.8 

7.4 

7.0 

6.3 

7.2 

6.9 

Paper. 

6.9 

7.4 

6.5 

5.8 

5.2 

6.4 

Paper Boxes. 

16.0 

11.4 

15.6 

10.8 

9.0 

12.4 

Petroleum, Integrated Operators. 

8.9 

10.6 

11.6 

9.9 

12.1 

10.6 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

I 10.7 

12.1 

12.9 

8.8 

12.5 

11.4 

Shirts, Underwear, and Pajamas, Men’s 

1 8.3 

11.3 

11.4 

6.9 

5.9 

8.8 

Shoes, Women’s and Children’s. 

11.3 

7.9 

10.8 

7.9 

6.1 

8.8 

Soft Drinks and Carbonated Water, 
Bottlers. 

1 20.3 

14.6 

18.6 

19.0 

10.5 

16.6 

Steel, Structural Fabricators (Sell on 
Short Terms). 

8.9 

i 

10.2 

7.2 

5.8 

6.9 

7.8 

Stoves, Ranges, and Ovens. 

8.3 

8.0 

6.4 

6.3 

7.5 

7 3 
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[Schedule 84. —(Con/.)] Ratios of Net Sales to Inventory. — {Continued) 


Number of Times 


Lines of Business Activity 

Median 

Five- 

year 

Average 

1943 

1944 

1945 

1946 

1947 

Wholesalers 







Automobile Parts and Accessories. 

8.2 

7.1 

7.7 

7.3 

6.0 

7.3 

Butter, Eggs, and Cheese. 

23.0 

21.8 

18.5 

27.4 

16.1 

21.4 

Cigars, Cigarettes, and Tobacco. 

30.7 

37.8 

31.5 

32.6 

21.4 

30.8 

Drugs and Drug Sundries. 

7.6 

8.0 

8.3 

7.5 

6.5 

7.6 

Dry Goods. 

10.5 

12.0 

11.4 

8.5 

7.5 

10.0 

Electrical Parts and Supplies. 

7.4 

9.7 

8.5 

6.5 

9.1 

8.2 

Fruits and Produce, Fresh. 

31.7 

22.4 

40.4 

44.1 

27.1 

33.1 

Furnishings, Men’s. 

8.3 

13.1 

10.4 

9.4 

6.8 

9.6 

Gasoline and Lubricating Oil. 

15.6 

24.9 

12.2 

31.5 

19.0 

20.6 

Groceries. 

8.9 

10.8 

9.3 

7.9 

8.2 

9.0 

Hardware. 

5.5 

6.1 

5.6 

6.0 

5.1 

5.7 

Hosiery and Underwear. 

9.5 

11.3 

16.7 

8.7 

9.3 

11.1 

Lumber. 

7.0 

8.7 

11.8 

8.6 

11.0 

9.4 

Meat and Poultry. 

19.6 

35.3 

17.3 

20.4 

27.3 

24.0 

Outerwear, Knitted. 

9.3 

9.8 

12.2 

8.0 

' 6.3 

9.1 

Paints, Varnishes, and Lacquers. 

3.8 

5.0 

i 6.3 

6.8 

5.7 

5.5 

Paper. 

8.9 

11.3 

9.4 

8.6 

1 7.8 

9.2 

Plumbing and Heating Supplies. 

5.6 

6.6 

1 7.6 

7.3 

7.5 

6.9 

Shoes, Men’s and Women’s. 

9.6 

9.5 

i 15.1 

14.6 

10.3 

11.8 

Wines and Liquors. 

12.7 

10.8 

11.3 

10.2 

9.3 

10.9 

Women’s Wear, Coats, Suits, and 







Dresses. 

20.6 

21.4 

23.6 

10.7 

11.0 

17.5 

Retailers 







Clothing, Men’s and Boys’. 

4.5 

5.4 

10.6 

7.2 

4.8 

6.5 

Department Stores. 

7.4 

8.3 

8.9 

6.3 

6.9 

7.6 

Furniture. 

5.0 

6.1 

8.0 

5.0 

5.1 

5.8 

Furniture, Installment. 

5.5 

6.8 

7.4 

4.7 

5.3 

5.9 

Lumber. 

6.0 

5.8 

11.1 

7.3 

4.8 

7.0 

Shoes, Men’s and Women’s. 

5.6 

6.2 

7.0 

5.6 

5.4 

6.0 

Women’s Spticialty Shops. 

8.9 

9.2 

10.4 

9.0 

7.4 

9.0 


times. A heavy or excessive inventory likewise is a drag upon the 
business concern and results in heavy losses due to obsolescence, changes 
in style, perishability, and constant price fluctuations. 

Even though several of the ratios that have been described in earlier 
chapters vary widely for different divisions of industry and commerce, 
it has been possible to supplement the relationships for particular divi¬ 
sions with broad over-all standards. No such maxim, however, can 
be formulated for the ratio of net sales to inventory. Standards for 
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each division of manufacturing and trade are essential as separate and 
distinct bases. Where they are not available, the similarity of a line 
of activity with some other line for which this particular ratio has been 
studied over the years may be used. Naturally, any ratio higher than 
the individual yearly medians and the 5-year average given in Schedule 
34 would represent a better showing. The higher the ratio of net sales 
to inventory the better it is, even if the inventory has been brought 
down to the low point for the season. That fact in itself is an indication 
of wide-awake and capable management, able to liquidate to the low 
point of the year in a successful manner. 

The interquartile range of ratios quoted in the Appendix gives the 
more desirable iipper-quartile ratios of net sales to inventory in contrast 
to the median. This schedule also shows the less desirable lower-quartile 
relationship between net sales and inventory. 

THEORY AND PROBLEMS 

1. What are the chief reasons why certain organizations have adopted for the valua¬ 
tion of inventory the so-called ^4ast-in first-out^’ method? 

2. State clearly the information you would expect to obtain from the ratio of net 
sales to inventory. 

3. You are an accountant. One of your clients requests information about the retail 
method of valuing inventory: (a) what it is, (b) what advantages, if any, it has over 
his present custom of inventorying at cost or market, and (c) if it will facilitate the 
preparation of income-tax returns. What information would you give concerning 
each of these three points? 

4. Of each of the following inventory methods, (o) describe the principal features; 
(6) give at least one situation, business, or industry in which it is used to advantage 
and considered good accounting practice; and (c) give the reason for its selection in 
each case: 

Retail method 

Using a constant price for so-called ‘‘normal” quantity of materials or goods in 
stock (base stock method). 

Last-in first-out 
First-in first-out 
Average cost 
Standard costs 
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5. The Wholesale Paper Company has been in existence many years in a Southern 
city. Audited balance sheets and profit and loss statements have been given yearly to 
a mercantile agency. The principal creditor ordered a mercantile agency credit 
report. In that report the audited figures for the last 3 years had been set up in 
comparative columns as shown below\ Assume you are the credit manager of the 
paper manufacturing company that is the principal creditor. From these compara¬ 
tive figures compute the ratio of net sales to inventory for each of the 3 years and give 
your interpretation of each ratio. 


Wholesale Paper Company 
Comparative Figures for Years Ended December 31, 19— 



(C) 

(B) 

w 


Three Years 

Two Years 

One Year 


Ago 

Ago 

Ago 


Assets 


Cash. 

. $ 3,201 

$ 1,726 

$ 2,578 

Accounts Receivable. 

. 50,242 

50,217 

55,028 

Inventory. 

. 67,008 

58,634 

68,071 

Current Assets . 

. $120,451 

$110,577 

$125,677 

Fixed Assets, Net. 

. 1,918 

1,586 

2,118 

Miscellaneous Receivables. 


4,858 

Deposits. 

. 20 

23 

22 

Total . 

. $122,389 

$112,186 

$132,675 

Ll^iBLITlES 

Notes Payable to Bank. 

. $ 13,500 

$ 7,500 

$ 15,000 

Loans Pavabh?, Other. 

. 10,920 

16,943 

16,609 

Accounts Payable. 

. 31,206 

16,700 

29,114 

Current Liabilities . 

. 1 55,626 

$ 41,143 

1 60,723 

Common Stock. 

. 50,000 

50,000 

50,000 

Surplus. 

. 16,763 

21,043 

21,952 

Total . 

. $122,389 

$112,186 

$132,675 

Net Working Capital . 

. $ 64,825 

$ 69,434 

$ 64,954 

Current Ratio . 

. 2.16 

2.68 

2.07 

Tangible Net Worth . 

. $ 66,763 

$ 71,043 

$ 71,952 

Sales. 

. $197,766 

$282,051 

$287,023 

Net Profits. 

. 3,642 

4,280 

909 

Dividends. 

. None 

None 

None 
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6 . The audited balance sheet of the Auto Accessories Manufacturing Corp. as of 
December 31,19— is given below. For the fiscal year net sales aggregated $2,661,580. 
Post the figures on a columnar sheet of paper computing accurately (a) net working 
capital, (6) tangible net worth, (c) current ratio, (d) ratio of current liabilities to 
tangible net worth, (e) ratio of fixed assets to tangible net worth, and (/) ratio of net 
sales to inventory. Then give your interpretation of each of these ratios for a manu¬ 
facturer of automobile parts and accessories. 


Auto Accessories Manufacturing Corp, 
Balance Sheet, December 31, 19— 
Assets 


Current Assets 

Cash on deposit and on hand. $579,606 

Accounts receivable—trade debtors. $ 462,989 

Less: Reserve for doubtful accounts. 31,718 431,271 

Other receivables. 6,477 

Inventories—at standard costs 

Raw materials. $ 53,990 

Work in process and finished jmrts. 280,214 

Finished merchandise. 662,362 996,566 


Total Current Assets. $2,013,920 

Slow and Inactive Receivables 

Sundry receivables and claims. $ 35,151 

Less: Reserve for doubtful accounts. 27,853 


Slow and Inactive Receivables—Net. 7,298 

Fixed Assets 

Land. $ 69,833 

Buildings and fixed equipment. $ 292,730 

Machinery, equipment, and tools. 394,250 

Dies, jigs, fixtures, and gauges. 308,227 

Office furniture and equipment. 61,093 

$1,056,300 

Less: Reserve for depreciation. 567,018 489,282 

Construction work in progress. 2,815 


Net Fixed Assets. 561,930 

Patents 

Issued patents and applications. $316,223 

Less: Reserve for amortization. 227,368 

Net Patents. 88,855 

Deferred Expenses 

Prepaid insurance and taxes, factory supplies, etc. 31,495 

$2,703,498 
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Liabilities, Capital, and Surplus 


(Xirrent Liabilities 

Accounts payable—trade creditors. $ 27,449 

Provision for Federal income tax. 90,596 

Accrued wages and commissions. 65,927 

Patent purchase contract. 9,900 

Other accruals and payables. 44,353 


Total Current Liabilities 
Reserve for Contingencies..., 
Capital and Surplus 
Preferred stock 


5% cumulative, $10 par; 25,000 shares authorized 

Issued. 24,900.0 shares 

Held in treasury. 3.9 shares 

Outstanding. 24,896.1 shares 

Stated value. $ 249,000 

(.ommon stock 

$5 par; 300,000 shares authorized 

Issued. 232,378.0 shares 

Held in treasury. 5,735.6 shares 


Outstanding. 226,642.4 shares 

Stated value. 

Total Stated Capital. 

Surplus 

Reduction surplus.$173,395 

Paid-in surplus. 408,600 

Earned surplus. 270,316 

Total Surplus. 

Total Capital and Surplus. 


1,161,890 

$1,410,890 


852,311 


$ 238,225 
202,072 


2,263,201 

$2,703,498 



























CHAPTER XII 


INVENTORY TO NET WORKING CAPITAL 

The fundamental theory of the business enterprise is based upon 
the conception and the performance of a service. In cases of monoplies, 
trusts, cartels, price-fixing agreements, holding companies, interlocking 
directorates, and such other combinations as have been evolved in 
economic organizations, largely since the turn of the century, great 
emphasis is placed upon the practical means of working out the profit 
motive. 

The performance of a service was the major characteristic in the early 
European economic history when Rome, Venice, Holland, and then 
England became successively the trading centers for the merchandise of 
the world. Business then was almost synonymous with commercial 
activity. Service included the taking of a large monetary risk. Water 
transportation was the only business activity that involved a material 
investment, and because of the nature of the times, shipping in small 
vessels was a most precarious undertaking, comparable today only 
with agriculture, which depends so greatly upon the whims of nature— 
storms, sun, rain, hail, snow, and frost. The early European business¬ 
man, under these circumstances, was more of a speculator and took a 
far greater risk of pecuniary loss or gain than the wholesaler and the 
retailer of today. 

In this country before the Civil War, it was the custom of retail 
merchants, outside the principal cities in the South and in the West, 
to obtain credit from their suppliers for a period long enough to provide 
for the complete turnover of their merchandise and the actual cash 
liquidation from the proceeds of local crops. The usual terms were 
G and 8 months and only one or two liquidations were expected each year.^ 
Under this system, the wholesaler virtually acted as the banker for the 
retailer; banks were relatively few^ and as a general rule extended credit 
only against security or two-name trade or accommodation paper. 

The retailer rarely had wide credit in his own name. Generally he 
established relations with a limited number of wholesalers w^ho became 

^ For a discussion of early terms of sale in the United States, see Chaps. IV and V 
of The Sinews of American Commerce^ by Roy A. Foulke (Dun & Bradstreet, Inc., 
New York, 1941). 

* In 1830 there were 329, in 1840, 901, and in 1850, 824 commercial banks in the 
United States.—Report of the Comptroller of the Currency, 1920, Vol. II, pp. 846-847. 
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intimately familiar with his character, personality, ability, financial 
responsibility, and outlook from season to season. Under this early 
nineteenth century system of commercial operation which now seems 
so unique, no large turnover of inventory was obtained by either the 
city wholesaler or the city or country retailer. Competition was limited, 
profits were liberal, and merchandise was largely staple goods, whether 
dry goods, leather, hardware, or groceries. Fashion and perishability 
had still to become factors in merchandising. 

Then came the Civil War, bringing in its train unprecedented changes 
in the methods of transacting everyday business. Both manufacturers 
and wholesalers gradually cut their terms to 30 days. Later, as rail¬ 
roads opened up new territories, as telegraph lines were laid, as steam¬ 
boat transportation improved, and as better roads were constructed, 
revolutionary changes in buying methods took place. Where the retailer 
had formerly visited the wholesaler and purchased the exact merchandise 
he wanted at a warehouse, now salesmen began to visit him with samples 
and to guarantee quality, style, appearance, and performance. 

The manufacturer, importer, and wholesaler were brought closer to 
the market; fashion and style became so increasingly important that 
merchandise left over at the end of one season depreciated greatly in 
value and often was worth little at the beginning of the next season. 
Mail-order houses came into existence. Retailers increased the variety 
of their stocks and carried smaller amounts of each number as orders 
could readily be placed and merchandise could readily be obtained on 
short notice. Extensive national advertising programs in newspapers, 
magazines, and radio, arranged by advertising agencies, became the 
vogue. More and more emphasis was placed upon having the right mer¬ 
chandise to please old customers and to draw new ones. 

The measures of successful merchandising now became the turnover 
of merchandise and the resulting net profits. A business enterprise 
that obtained six turnovers per annum, on the same or even a slightly 
lower markup, and with the same capital as a competitor that obtained 
only four, had the better merchandising policies and earned the greater 
net profits. Skill in merchandising became a specialized field of business 
acumen, recognized particularly by department stores, chain stores, 
and manufacturers of consumer goods. 

RESPONSIBILITY FOR INVENTORY VALUATION 

Along with the development of the theory of merchandise turnover, 
came a wider realization of the importance of the valuation of inventory 
because of the effect upon turnover as well as the effect upon the deter¬ 
mination of the amount of net profit or loss. The predominating practice 



INVENTORY TO NET WORKING CAPITAL 


331 


among accountants continued to be that of accepting the certificate of 
the management as to the valuation of inventory, subject to the verifica¬ 
tion of the clerical accuracy of the figures. 

A feeling gradually developed among progressive accountants, how¬ 
ever, that while responsible employees of a business enterprise should 
continue to take the inventory, they should take it under the direction 
of the accountant who should set up the routine and supervise the actual 
job. Under this practice the management would continue to certify 
to the accuracy of the inventory as they had been doing. This procedure 
gave the accountant more responsibility and naturally added to his 
confidence in the final figure of the inventory, which was so important 
for the accurate presentation of the balance sheet and the profit and 
loss statement.* 

This entire problem broke open with widespread discussion upon 
the discovery of fhe fraudulent inventory figures used in the financial 
statements of McKesson & Robbins, Inc., over the years through 1937. 
The Securities and Exchange Commission subsequently summarized the 
gradual but by no means radical change in the point of view of the 
accounting profession toward the verification of inventories: “We find 
that a substantial difference of opinion existed among accountants during 
this time as to the extent of the auditor's duties and responsibilities in 
connection with physical verification of quantities, quality, and con¬ 
dition.’^ The accountant who handled the audit for McKesson & 
Robbins, Inc., “in common with a substantial portion of the profession, 
took the position that the verification of quantities, quality, and con¬ 
dition of inventories should be confined to the records. There was, how¬ 
ever, a substantial body of equally authoritative opinion which supported 
the view, which we endorse, that auditors should gain phj^sical contact 
with the inventory either by test counts, by observation of the inventory 
taking, or by a combination of these methods. Meticulous verification 
of the inventory was not needed in this case to discover the fraud. . . . 
We commend the action of the profession in subsequently adopting, as 
normal, procedures requiring physical contact with clients’ inventories.”^ 

A smaller group of accountants have become advocates of an even 
more advanced view. They maintain that the nonverification of inven¬ 
tories by accountants constitutes a lax point in auditing procedure 
and they contend that it is highly desirable for them to assume full 

® The description of the accountant's part in the taking of inventory is discussed 
extensively and practically by the twelve experts, all well-known members of repre¬ 
sentative firms of practicing accountants, in the volume of 638 pages entitled 
mony of Experts in the Matter of McKesson Rohhinsy Inc. (Securities and Exchange 
Commission, 1939). 

* Report on Investigation in the Matter of McKesson & Robbins, Inc., p. 12 (Securities 
and Exchange Commission, 1940). 
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responsibility for inventory verification in a direct and unequivocal 
manner. 

Survey of Opinion 

In a survey conducted in 194P this question was placed before a nation¬ 
ally distributed group of bank lending officers, financial executives of 
larger industrial and commercial corporations, mercantile credit men, 
and accountants in the following words: “Do you feel that the auditor 
should accept full responsibility for verification of inventory? If 
your answer is 'No,’ do you think that the auditor should rely solely upon 
the client’s certificate, or verifj^ the physical existence, the correctness 
of quantities and prices, but not of grades or conditions?” The replies 
were tabulated according to the answer made to the first part of the 
question, namely, “Do you feel that the auditor should accept full 
responsibility for verification of inventory?” This fabulation showed 
41 per cent of the bankers, 21 per cent of the corporate financial exec¬ 
utives, 39 per cent of the mercantile credit men, and only 11 per cent of 
the accountants were in the affirmative, a minority for each group, but 
an impressive minority at least among the bankers and the mercantile 
credit men. 

In explanation of their negative opinions, an exceptionally large 
number of bankers wrote in the vein that “the cost of complete check 
by the auditor would be prohibitive.” The auditor should, however, 
“make sufficient test checks to satisfy himself as to the existence of the 
inventories and as to valuation.” This has now become the general 
practice of auditors. The limited number of bankers who believed that 
the accountant should accept full responsibility explained their opinion 
by stating that “as taking inventory involves mostly clerical work, 
an auditor could be called at inventory time to supervise same and avoid 
duplication of effort.” Other bankers pointed out that while this prac¬ 
tice was highly desirable, many clients did not care to pay the added 
expense in carrying out such a program. 

Financial executives generally felt that the auditor could not and 
should not accept full responsibility. “He should spot check for quan¬ 
tity and also for prices.” “He should make sufficient checks to be 
satisfied that client’s certificate is trustworthy.” This point of view 
was expressed over and over again in dozens of different ways, only an 
occasional executive feeling that the accountant should also “make 
sufficient tests to check grades and condition of inventories.” 

Unlike the bankers, mercantile credit men in the great majority of 
cases obtain only condensed financial statements, often only the bal- 

* For additional information regarding this survey see The Balance Sheet of the 
Futurey by Roy A. Foulke, pp. 25-31 (Dun & Bradstreet, Inc., New York, 1941). 
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ance sheet, and rarely the full audit. As a result, they had come to feel, 
more intensely than the bankers, that the auditor should have more 
responsibility and do more of the work. Typipal of this viewpoint was 
the reply, ^^Client^s certificate is valueless. Accountant should do* all 
that can be done and take nobody’s word for anything unless necessary. 
All limitations in regard to thorough independent check should be men¬ 
tioned in the certificate. Should check existence, grade, and condition, 
if possible.” That reply covered considerable ground. As another credit 
man pointed out, ‘‘This has been tried out and proven successful in 
isolated cases. Automotive parts group for example.” Several credit 
men would not go quite so far, stating that “all auditors would be glad 
to verify if the management would be willing to pay the additional 
expense.” 

The tenor of most of the replies of accountants was to the effect that 
the auditor should not accept full responsibility. “An auditor can never 
be an appraiser nor a guarantor.” “The auditor is not an appraiser. 
He does not know the value of goods.” On the other hand, the following 
reply was typical of many accounting firms operating in New York 
City: “ . . . Where we specialize in textiles and have intimate knowl¬ 
edge of the contents and value [of inventory], as well as the techical 
construction [of piece goods], we cannot evade the responsibility. In 
other cases where there is no physical examination within the scope of 
the audit, the auditor should not be charged with responsibility but 
should definitely state in his report the extent to which he has verified the 
inventory. Regarding the verification of physical existence, the correct¬ 
ness of quantities and prices, the nature of grades or conditions, this 
again leads to fitness and the facilities of the auditors, themselves. Our 
experience has disclosed that mere physical existence and the proper 
identification of movability and salability are not satisfactory.” 

To a supplementary question, “Do you think that it would be prac¬ 
tical to develop a professional group of inventory appraisers? If your 
answer is ^Yes’ do you believe that the services of such a group could 
be made available to the accounting profession and to business generally 
at an expense which would not be too burdensome?” the bankers rephed 
57 per cent in the affirmative, corporate financial executives 27 per cent, 
mercantile credit men 43 per cent, and accountants 44 per cent. The 
majority of the bankers were on the affirmative side and the majority 
of each of the other three groups on the negative side. The negative 
view was upheld largely because of the additional expense. 

SERVICE ELEMENT IN MODERN BUSINESS 

When a manufacturing concern sells its products, it receives payment 
for turning raw material into a finished product, for taking a risk in 
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judging the need and the style that will be demanded by the market 
when the product is finished, and for keeping a stock of merchandise, 
often with a wide range of sizes, styles, colors, and grades, available 
until such time as particular products are needed or are in demand by 
customers. A wholesaler receives payment for distributing merchan¬ 
dise between the manufacturer and the retailer, which involves keeping an 
inventory on hand and judging future demands; the retailer for having 
merchandise available and distributing it to the consumer, which also 
involves the risk of keeping the right inventory on the shelves. 

The net profit for the performance of these services is rarely large 
or abnormal. Competition tends to keep such profits within reasonable 
limits. However, the profit from a single speculative transaction, or 
from a series of speculative transactions, may at times be immense. 
It is because of this possibility of unusual profits that speculative excesses 
so often reach tragic heights. This is also the reason why business 
enterprises sometimes carry top-heavy inventories. It should be remem¬ 
bered, however, that the possibility of loss is at least slightly greater than 
the possibility of profit in most speculative operations. 

The business enterprise that is unusually successful, year after year, 
is the one that performs its fundamental services in a manner superior 
to competition in its field. It is the concern whose management is able 
to discern general economic trends, anticipate the changing needs of 
customers, understand to a degree the forces affecting the market value 
of its primary commodities, and take advantage, somewhat earlier than 
others, of any unusual variations in prices. These are legitimate business 
functions, but they arc qualifications only of managements of the highest 
order. It does not follow that indiscriminate speculation (that is, 
purchasing an excessive inventory in expectation of higher prices and 
consequently bringing about a strained financial condition characterized 
by heavy liabilities) should be carried on, as the risk involved is outside 
the legitimate field of the typical commercial and industrial business 
enterprise. The value of inventory is particularly susceptible, it has 
been aptly said, ^Ho changing price levels, fluctuations in business 
activity, variations in consumer demand, obsolescence, depreciation, 
supersession, and all of the other unpredictable factors that enter into 
the determination of marketing conditions.”® 

NEED FOR A SUPPLEMENTARY INVENTORY RELATIONSHIP 

The relationship between net sales and inventory, which was de¬ 
scribed in the preceding chapter, is between two variables, two items that 
often change considerably from one year to another. If both items 

• Gee, Edward F., The Evahuaiion of Receivables and Inventories, p. 135 (Bankers 
Publishing Company, Cambridge, Mass., 1943). 
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increase in the same proportion, the ratio remains unchanged, and a situ¬ 
ation may develop that may innocently lead to an unsound financial 
condition. 

A wholesaler of paper, for example, handled an annual volume^ of 
business in year C of $1,309,006 on an ending inventory of $184,367, 
giving a ratio of net sales to inventory of 7.1 times. A ratio of 7.1 times 
is fairly good for wholesalers of paper. In year B, the net sales jumped 
to $2,290,240 and the ending inventory amounted to $322,569, giving 
the same ratio of 7.1 times. By maintaining this ratio, the president 
of the corporation felt he was keeping in line with the typical concerns in 
his division of business. In year A, net sales expanded to $3,084,750 and 
the inventory at the end of the year amounted to $434,472. Again the 
ratio of net sales to inventory was 7.1 times. This 3-year comparison is 
as follows: 


Net Sales. 

Inventory. 

Ratio of Net Sales to Inventory 


Year C 
$1,309,006 
184,367 

7.1 


Year B 
$2,290,240 
322,569 

7.1 


Year A 
$3,084,750 
434,472 

7.1 


It is quite apparent that the management of this business realized 
the importance of the turnover of inventory, so much so that it made 
every effort to keep this ratio as stable as possible and in no case to allow 
it to fall below the typical ratio for wholesalers of paper. This point of 
view was admirable, but it certainly needed tempering. It is quite 
obvious that if this single ratio were followed implicitly, both the net 
sales and the ending inventory would remain in line, provided they both 
continued to increase at the same rate. It is also perfectly obvious that, 
somewhere in this upward trend of net sales and inventory, the inventory 
would become excessive for the size of the business, perhaps at $200,000, 
maybe $300,000, or possibly at $500,000. If the inventory were exces¬ 
sive, any sudden drop in inventory values would involve losses; if the 
inventory were very excessive, it could result in bankruptcy. Where is 
the danger point, and how may it be discerned? 

At the end of year C, this concern was operating on a tangible net 
worth of $265,516 and on a net working capital of $244,106. At the 
end of year B, the tangible net worth amounted to $276,692 and the net 
working capital to $252,121. At the end of year A, the tangible net 
worth had increased to $291,426 and the net working capital to $258,762. 
By correlating these figures for the 3 years with the respective ending 
inventory, we obtain the following running picture: 


Year C Year B Year A 

Tangible Net Worth. $265,516 $276,692 $291,426 

Net Working Capital. 244,106 252,121 258,762 

Inventory. 184,367 322,569 434,472 









336 


INTERNAL ANALYSES OF BALANCE SHEETS 


For year C with net sales of $1,309,006, this enterprise was turn¬ 
ing its tangible net worth 4.93 times, its net working capital 5.36 times, 
and the ratio of net sales to inventory, as we have seen, was 7.1 times. 
The ratio of net sales to tangible net worth was close to par, the ratio 
of net sales to net working capital was a little low, and the ratio of net 
sales to the ending inventory was reasonably close to par. The manage¬ 
ment of this corporation was composed of aggressive young men, all of 
whom had come up through the sales end of competing concerns and 
who had organized this enterprise on their ability to get sales. They 
got the sales. There was no mistake about that. 

As the net sales expanded, the inventory went up. Since the pres¬ 
ident was following the guide of net sales to inventory, he felt that every¬ 
thing was shipshape because that single ratio was in line. As the net 
sales expanded, the receivables also went up. With the increase in 
inventory and in receivables, the current liabilities likewise had to 
expand. At the end of year B and at the end of year A, the current 
liabilities were excessive, very excessive, in comparison with either the 
current assets or with the tangible net worth. 

Ratio of Inventory to Net Working Capital 

The ratio of net sales to inventory is supplemented by the ratio of inven¬ 
tory to net working capital just to prevent situations like this one from 
arising. The relationship between the inventory and the net working 
capital is between one variable, the inventory, and one item that gen¬ 
erally changes very moderately from one year to another, the net work¬ 
ing capital, so that here is a relatively fixed basis for comparison which 
has unusual significance. 

In this case of the wholesaler of paper, the ending inventory should 
not have been allowed to exceed appreciably three-quarters of the net 
working capital. This proportion existed in year C at the same time that 
the ratio of net sales to inventory of 7.i times was reasonably in line. 
In year Z?, as the net sales increased, the objec^tive of the management 
should not have been to have the inventory equal 1/7.1 of the net sales, 
but to have it no more than three-quarters of the net working capital. 
An inventory equal to no more than three-quarters of the net working 
capital would have meant a much higher ratio of net sales to the 
closing inventory. In other words, for every line of business there 
is a normal volume of sales in relation to net working capital, and a normal 
relationship of net sales to inventory. When, however, a concern begins 
to handle a greater volume of business than might be considered normal, 
then those greater sales must be obtained on a proportionately smaller 
inventory; the size of the inventory must bear a certain definite rela¬ 
tionship to the net working capital. 
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The reason for this supplementary relationship is very sound. Sup¬ 
pose there were a sudden drop of 50 per cent in the wholesale value of 
paper. During any such period, sales woulc^ decrease rapidly, but 
purchase commitments which had been placed with mills would be 
accepted as the paper was delivered. The wholesaler would be faced 
with increasing inventories on decreasing sales and with falling prices. 
This situation is no figment of the imagination. It is exactly what 
enterprises face continuously, although at certain phases of the economic 
cycle the situation is spread through more industries, with more rapidly 
falling prices, than at other times. Let us forget about the fact that 
inventories would increase during such a period and see what would 
happen in theory to the wholesaler of paper if net sales suddenly ceased. 
We would then have the following situations: 


Ypor r Vpor R VA«r A 

Net Working Capital. $244,106 $252,121 $258,762 

Inventory. 184,367 322,569 434,472 


Loss with 50 per cent Drop in Inventory Value 92,183 161,284 217,236 

In these hypothetical situations, the loss on the inventory at the 
end of year C would be $92,183, at the end of year B $161,284, and at 
the end of year A $217,236. The loss naturally increases in proportion 
to the size of the inventory. Now, let us relate these respective losses 
to the respective amounts of net working capital and see the result. 


Year C 

Net Working Capital. $244,106 

Loss with 50 Per Cent Drop in Inventory Value 92,183 
Final Net Working Capital. $151,923 


Year B Year A 

$252,121 $258,762 

161,284 217,236 

$ 90,837 $ 41,526 


In year C, the resulting net working capital after the inventory 
loss of $92,183 would have been $151,923. In year the resulting 
net working capital after the inventory loss of $161,284 would have 
been $90,837, and in year A the final net working capital would have 
been only $41,526. In other words, the larger the inventory, the larger 
the loss taken during a period of falling prices and the greater the inroad 
on net working capital. The only managements that would allow an 
inventory to reach the proportions described in this case would be those 
who were misguided, who were ignorant of sound finance, or who were 
speculating in inventory for a rise. Some definite, fairly fixed relation¬ 
ship is desirable between the net working capital and the inventory. 

Price fluctuations are familiar phenomena to businessmen, all of 
whom recognize price oscillations as a profit factor, serving at times 
to expand profits and at other times constituting a source of major 
loss. That was the sole reason for the development of the base stock 
method, average cost, and last-in first-out method of valuing inventory. 
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Nevertheless, the large part that fluctuating prices play as a daily factor 
in total profits is not so widely recognized as it should be, for the simple 
reason that the amount of profit that can be directly traced to price 
changes is rarely determinable. 

Overbuying of merchandise is one of the worst evils that can befall a 
business enterprise. Yet each year many business concerns are ruined 
by such a policy. Some managements are utterly unable to resist what 
seems to be a bargain, although the common testimony of successful 
businessmen is to the effect that bargains rarely exist in raw materials 
to such a degree that a concern in normal times is warranted in locking 
up its capital in excess inventory. The more effective and the only 
sure way to save money in buying is to purchase reasonable quantities 
under the most favorable market conditions. It never pays to load 
up with excess quantities. 

ILLUSTRATIONS OF RELATIONSfflPS 

These principles are illustrated in three different types of business 
enterprises, a cotton goods converter, a corporation operating a chain 
of retail drug stores, and a large canner of fruits and vegetables. 

Cotton Goods Converter 

Cotton goods converters have no mills. Their headquarters are always 
located in an important textile market such as New York City; their 
investments in fixed assets represent only furniture and fixtures in their 
offices and so are always small in relation to the tangible net worth. 
Operations consist of buying grey goods direct from cotton mills or 
in the open market, creating the designs to be printed on the grey goods 
in colors, called ^‘fancies,” and having the fabrics dyed in single colors, 
generally called staples,’^ unless the shades are unusual and delicate. 

This work of printing and dyeing is handled for the converter by 
a concern known as a ^^finisher'^ that has extensive machinery and equip¬ 
ment for finishing the grey goods according to the specific instructions 
of each converter. During the past 20 years converters have built up 
large annual sales by handling that portion of the cotton textile industry 
concerned with styling, a part of the industry that previously had been 
handled by the mills on their own account and that they still handle 
to a moderate extent. As a result of this method of operation, converters 
handle a far greater volume of sales on their tangible net worth than 
do cotton mills. 

The Cotton Goods Converting Company has been in existence 12 
years, having operated continuously as a partnership with the same 
three partners. Sales are made largely to the dress trade on the typical 
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terms of 2 per cent 10 days, 60 days extra. At the present time the 
concern has 260 active accounts on its books. Comparative figures for 
the last three fiscal years appear in Schedule 35. 


Cotton Goods Converting Company [Schedule 36] 

Comparative Figures for Years Ended July 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

... $ 25,567 

$ 24,337 

$ 11,828 

Notes Receivable. 

6,201 

16,102 

488 

Accounts Receivable. 

... 64,601 

121,011 

215,223 

Inventory. 

... 85,623 

77,506 

195,833 

Current Assets . 

... $181,992 

$238,956 

$423,372 

Furniture and Fixtures, Net. 

3,968 

5,675 

7,414 

Miscellaneous Receivables.. 

2,151 

469 

13,654 

Prepaid Expense. 

404 

751 

1,275 

Total. 

... $188,515 

$245,851 

$445,715 

Liabilities 

Notes Payable to Bank. 

... $. 

$. 

$ 50,000 

Due to Partners. 

7,000 

5,690 

19,192 

Accounts Payable. 

... 91,335 

129,787 

240,889 

Accruals. 

Reserve for Taxes. 

6,251 

7,145 

13,449 

8,257 

Current Liabilities . 

... $104,586 

$142,622 

$331,787 

Tangible Net Worth. 

... 83,929 

103,229 

113,928 

Total. 

... $188,515 

$245,851 

$445,715 

Net Working Capital . 

... $ 77,406 

$ 96,334 

$ 91,585 

Current Ratio . 

1.74 

1.67 

1.28 

Tangible Net Worth . 

... $ 83,929 

$103,229 

$113,928 

Net Sales. 

... $502,633 

$522,184 

$598,927 

Net Profit. 

... 16,944 

24,300 

20,699 

Withdrawals. 

... 10,000 

5,000 

10,000 


This enterprise has operated profitably every year since its inception. 
In those years when net profits w^ere small, withdrawals were even smaller, 
so that the business has a record of continuous although at times rather 
moderate growth. For year C net profits were $6,944 in excess of with¬ 
drawals, for year B $19,300, and for year A $10,699. As a result of 
the retained earnings, the tangible net worth at the end of year C 
amounted to $83,929, and at the end of year A to $113,928. The net 
working capital increased quite substantially from $77,406 to $96,334 
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between year C and year 5, and then dropped to $91,586 in year A as 
a result of an increase in miscellaneous receivables from $469 to $13,654 
and the moderate increase in furniture and fixtures from $5,675 to 
$7,414. 

These changes, however, were all of minor significance. Two other 
changes were of considerably more importance, the steady increase in 
the accounts receivable from $64,601 in year C, to $121,011 in year B, 
to $215,223 in year 4, and almost as large an increase in the inventory 
from $85,623 in year C to $195,833 in year 4, although a dip did take 
place in this item in year B. Because of the very substantial expansion 
in these two items, there was a concomitant expansion in the current 
liabilities from $104,586 to $142,622 to $331,787 over the 3-year 
period. 

Of these three items, the one that is of especial interest is the inven¬ 
tory. By relating this item to the net working capital we obtain the 
following yearly comparisons: 


Year C Year B Year A 

Inventory. $85,623 $77,506 $195,833 

Net Working C^^apilal. 77,406 9t), 334 91,585 


Ratio of Inventory to Net Working Capital 110.6% 80.4% 213.8% 

These relationships show some fluctuation. Between year C and 
year J5, the net working capital expanded from $77,400 to $96,334. At 
the same time the inventory was reduced from $85,623 to $77,506. The 
trends of both items were in favorable directions, bringing about an 
improved relationship from 110.6 per cent to 80.4 per cent. 

But between year B and year A affairs headed skyward with no 
real control at the helm. Both items turned in the wrong direction. 
The net working capital decreased from $96,334 to $91,585, or 4.9 per 
cent, and the inventory expanded from $77,506 to $195,833 or 152.7 
per cent. Year A closed with the very extended relationship of 213.8 per 
cent between the closing inventory and the net working capital, a con¬ 
dition far out of line for a cotton goods converter. 

Condensed Analysis .—The figures for year C disclosed a fairly satis¬ 
factory internal financial condition. The notes and accounts receiv¬ 
able aggregating $70,802 indicated an average collection period of 51.6 
days compared with the selling terms of 70 days. The inventory of 
$85,623 gave a ratio of 5.9 times when compared with the net sales of 
$502,633, which was fairly satisfactory for this line of business, as evi¬ 
denced by the schedule at the end of Chap. XI. The current liabilities 
of $104,586 were somewhat larger than the tangible net worth of $83,929, 
but this condition is not abnormal for a concern with nominal investments 
in fixed assets where the receivables and the inventory are in healthy 
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proportion. If the inventory had been lower than the net working 
capital, the current liabilities would have been correspondingly smaller 
and a somewhat higher ratio would have been obtained with the net 
sales. The financial condition then might have been characterized 
as quite satisfactory instead of fairly satisfactory. 

In year B one important change took place. The notes and accounts 
receivable increased from $70,802 to $137,113, or ,93.6 per cent. As 
the net sales for year B only increased $19,551, or 3.9 per cent, over the 
net sales for year C, the average collection period went up from 51.5 
days to 95.8 days. On selling terms of 70 days an average collection 
period of 95.8 days would seem to be somewhat extended with past-due 
accounts, especially in view of the increase in the average collection 
period from 51.5 days in year C. While the receivables appeared to be 
in somewhat poorer shape, the inventory appeared to be in better shape. 
The inventory had been reduced to $77,506. At this figure it was materi¬ 
ally below the net working capital of $96,334 and showed an improved 
relationship of 6.7 times when compared with the net sales of $522,184. 
As a result of the larger current assets represented by the expanded 
receivables, the current liabilities were larger. All in all, the condition 
was somewhat less favorable than at the end of the previous fiscal 
year. 

In year A the downward trend continued as far as the internal 
condition of the business was concerned, even though net profits were 
recorded. The notes and accounts receivable continued to expand and 
now amounted to $215,711. On the basis of the net annual sales of 
$598,927 the average collection period was 131.5 days. No aging of 
the receivables could be obtained, but the management did indicate 
that sales had not bulked heavily during the 2 months preceding the 
statement date. Under these circumstances a collection period of 
131.5 days on selling terms of 70 days certainly indicated a vulnerable 
condition with a considerable portion of the receivables past due. 

On top of this unfavorable condition, the inventory had expanded 
out of all reasonable proportions. Prices had risen during the year 
and the management had decided to buy a little extra quantity of grey 
goods. They had. Not only a little but a great deal. Moreover, as 
the concern used the first-in first-out method of taking inventory, there 
was no reserve in the item and any drop in market prices would find this 
enterprise off-balance. At $195,833 the inventory showed a relation¬ 
ship with net sales for the year of only 3.1 times, less than one-half the 
typical turnover of cotton goods converters. Instead of being less than 
the net working capital as in year B, the inventory now became 213.8 
per cent of the net working capital, a double check indicating the heavi¬ 
ness of this item. With both heavy receivables and heavy inventory, 
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the current liabilities were also excessive, amounting to 291.3 per cent 
of the tangible net worth. 

This enterprise has a hard year ahead. Its financial condition at the 
end of year A was very extended. If the receivables can be reduced 
approximately $100,000 and the inventory reduced another $100,000 
during the year following year A without loss, a miracle will have taken 
place. A situation such as this is wide open for a considerable use of 
red ink, even if it should be the first in the history of the enterprise. 
It is most likely that a substantial loss in bad accounts is hidden in the 
receivables. Usually, by the time it becomes imperative to reduce 
inventories, as in this case, a falling market has developed. However, 
if prices of grey goods and finished cotton goods should remain firm, the 
situation would not be so vulnerable. In this predicament the manage¬ 
ment is trusting to fortuitous circumstances and not consciously guiding 
its affairs. As the situation remains, a minimum of $200,000 must be 
raised by liquidating receivables and merchandise to bring the liabilities 
reasonably into line, and with no loss in time. 

Chain Drug Stores 

The business now known as Chain Drug Stores, Inc., was organized 
28 years ago with an authorized and paid-in capital of $50,000. The 
enterprise became financially embarrassed 9 years ago and affairs were 
revamped. Under the plan of reorganization stockholders authorized 
an issue of $250,000 five per cent cumulative preferred stock, par $50, 
of which $212,600 was issued. The plan provided that one share of 
this 5 per cent cumulative preferred stock be issued for eacdi $50 of 
indebtedness, fractional liabilities to be liquidated by cash. Over the 
intervening 9 years the outstanding 5 per cent cumulative preferred 
stock has been reduced to $181,800 by buying in occasional shares of 
the outstanding stock at a fraction of the book value and retiring it. 

From time to time, unprofitable stores have been closed and new 
stores have been opened. At the end of year A 16 units were in operation, 
all at strategic locations, and all in the one city of Chicago. All stores 
carried a complete line of prescriptions, drugs, drug sundries, soda and 
luncheonette departments, candy, and tobacco. Three of the stores also 
carried extensive lines of ladies’ gloves and hosiery. 

A small wholesale department was conducted for the purpose of dis¬ 
posing of surplus stocks of tobacco, candy, and supplementary miscel¬ 
laneous merchandise when acquired in quantities beyond immediate 
requirements. Normally, chain drug stores sell entirely for cash. The 
comparative figures in Schedule 36 show accounts receivable outstanding 
on each statement date. These receivables arise partly from sales of 
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the wholesale department, and partly from specialized prescription 
business that had been built up by catering especially to doctors. 

Chain Drug Stores, Inc. [Schedule 86] 

Comparative Figures for Years Ended September 30, 19— 

(c) m (A) 

Three Years Two Years One Year 




Ago 


Ago 


Ago 

Assets 







Cash. 

$ 

38,343 

1 

15,489 

$ 

25,443 

Accounts Receivable. 


22,858 


19,855 


19,214 

Inventory. 


276,129 


258,775 


238,252 

Current Assets . 

$ 

337,330 

$ 

294,119 

$ 

282,909 

Fixed Assets. 


208,612 


242,113 


250,412 

Investments. 


6,282 


5,622 


5,051 

Prepaid Expenses. 


3,798 


5,023 


4,677 

Deposits. 


4,795 


4,795 


4,795 

Total . 

L 

560,817 

1 

551,672 

L 

547,844 

Liabilities 







Notes Payable for Merchandise.. 

$ 

1,360 

$ 

10,709 

$ 

10,593 

Accounts Payable. 


155,714 


201,217 


204,614 

Accruals. 


19,079 


10,995 


8,155 

Reserve for Taxes. 


6,304 


5,479 


5,307 

Current Liabilities . 

F 

182,457 

V 

228,400 

r 

228,669 

5% Cumulative Preferred Stock. 


185,300 


182,950 


181,800 

Common Stock. 


130,000 


130,000 


130,000 

Earned Surplus. 


63,060 


10,322 


7,375 

Total . 

F 

560,817 

L 

551,672 

L 

547,844 

Net Working Capital . 

$ 

154,873 

$ 

65,719 

$ 

54,240 

Current Ratio . 


1.85 


1.29 


1.24 

Tangible Net Worth . 

$ 

378,360 

$ 

323,272 

$ 

319,175 

Net Sales. 

81,526,187 

$1,442,910 

$1,433,572 

Net Profit. 


3,218 

{L)BZJ38 


{h)z,Hy 

Dividends. 


None 


None 


None 


Comparative figures indicate a steady downward trend over the 
3-year period. Unless some radical change is instituted in the very 
immediate future, the management will awake some cloudy morning 
to find that the business is ready for its second reorganization, or possibly 
this time bankruptcy with liquidation. 

While nominal net profits of ^,218 were recorded in year C, a loss 
of $52,738 was assumed in year B, and a loss of $2,947 in year A, No 
dividends were paid over these years, even on the outstanding 5 per cent 
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cumulative preferred stock. The net sales have decreased, not greatly 
but still on the downward side each year; they amounted to $1,433,572 
for year A, which was 6.1 per cent below the net sales for year C. 

Along with the downward trend in net sales and the unprofitable 
operations for year B and for year A, was the same but a more exaggerated 
trend in net working capital. From $154,873 in year C, the net working 
capital dropped to $65,719 in year B, and to $54,240 in year A. As the 
net working capital shrank, the inventory was reduced from year to year 
but much less moderately. The relationship between these two items 
shows the following unfavorable trend: 


Year C Year B Year A 

Inventory. $276,129 $258,775 $238,252 

Net Working Capital. 154,873 65,719 54,240 

Ratio of Inventory to Net Working 

Capital. 178.3% 378.5% 439.2% 


Between year C and year A the inventory was reduced from $276,129 
to $238,252, or 13.7 per cent. At the same time, the net working capital 
shrank from $154,719 to $65,719 to $54,240, or 65.0 per cent. As a result 
of this proportionately more rapid drop in the net working capital the 
ratio between these two items went steadily upward. At the end of 
year C, the ratio of 178.3 per cent was heavy. At the end of year B the 
ratio had increased to 378.5 per cent and the business was becoming 
hard pressed. At the end of year A, the ratio continued upward to 439.2 
per cent and the business was being kept alive by the grace of creditors. 

Condensed Analysis ,—The figures for year C disclosed a fairly satis¬ 
factory condition with one exception, and that one exception was the 
relationship between the inventory and the net working capital. The 
net sales for the year were 5.5 times the inventory, the fixed assets were 
55.2 per cent of the tangible net worth, and the ratio of current assets 
to current liabilities was 1.85. These relationships were all a trifle out 
of line, but not sufficiently so to cause any vital concern. But the com¬ 
parison between the inventory and the net working capital with a ratio 
of 178.3 per cent, a ratio almost twice as large as it should have been, 
was clear evidence that something basically was wrong. 

If $125,000 could have been cut off the inventory, then the inventory 
would have approximated the net working capital, and by freeing funds 
the current liabilities would have been reduced the same amount, that is, 
from $182,457 to approximately $57,000. But the inventory could not 
be reduced this amount without keeping the stores understocked. In 
other words, with an investment of $378,360 the company was operating 
too many large stores; at this particular stage, the management was 
reluctant to close any of them. To have operated this number of stores 
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adequately $125,000 additional fimds should have been invested in the 
business to furnish additional net working capital. 

During year B the fixed assets increased froim $208,612 to $242,113, an 
expansion of $33,501. This sum is not large, but it was relatively large 
at the time for this business. The additional investment of such a sum 
in fixed assets together with the net loss of $52,738 for the year was tragic. 
The current liabilities increased from $182,457 to $228,400 and the net 
working capital was reduced from $154,873 to $65,719. 

Whereas the answer to the problem of this corporation at the end of 
year C had been the investment of $125,000 to be kept in liquid assets 
and to furnish additional net working capital, or the closing of certain 
stores to bring the inventory into line, the answer at the end of year B 
was the investment of approximately $195,000 to increase net working 
capital which no one, not even the stockholders, would invest in an 
extremely unprofitable venture. The ratio of current assets to current 
liabilities dropped from 1.85 to 1.29, and the current liabilities now 
reached 70.3 of the tangible net worth. 

The figures for year A showed a condition which went from bad to 
worse. The investment in fixed assets continued to increase, the net 
sales continued to drop, a loss was assumed, the net working capital 
continued to shrink, and the relationship between the inventory and the 
net working capital was out of all reasonable proportion. The graveyard 
was just around the corner. 

Conner of Fruits and Vegetables 

Fruit & Vegetable Canners, Inc., was organized as a partnership by 
two brothers 43 years ago. The partnership was incorporated 22 years 
ago, and 3 years ago the business was reincorporated under the laws of 
another state to merge the enterprise with four smaller successful canners. 
The partners in the original enterprise have since died and the business 
for the past 4 years has come under the direct management of the presi¬ 
dent, a son of one of the original partners, who is now only 28 years of age. 

As will be seen by the figures in Schedule 37, this corporation is a 
representative enterprise in its field, operating at the end of year A on 
a tangible net worth of $5,663,674. The business is both a holding 
and an operating company. As an operating company, the corporation 
and its subsidiaries are engaged in preparing, packing, and distributing 
nationally under its own well-advertised brands vegetables, fruits, and 
condiments. It has 32 packing and canning plants located in the Middle 
West. As a holding company it owns the entire outstanding stock of 
six direct subsidiaries. 

For a thorough analysis of the affairs of this corporation, the analyst, 
as outlined in Chap. IV, would obtain, if possible, comparative individ- 
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ual financial statements of the parent corporation and each of the six 
subsidiaries as well as comparative consolidated financial statements 
of the seven corporations together, with all intercompany relations 
eliminated. He would also need full information covering intercompany 
loans and intercompany debts for the sale of merchandise. Supplement¬ 
ing this information it would be desirable to know whether intercompany 
loans were of a seasonal nature to cover an operating peak or had been 
running several years and were quite permanent; how long each out¬ 
standing loan had been on the books; and what was the possibility of 
repayment in the near future, where the loan was of long standing. In 
the case of intercompany receivables similar information would assist 
in the analysis. The analyst would also learn whether intercompany 
purchases were made on regular terms and whether the liabilities so 
created were retired on those terms; or, if purchases were made on^ 
special terms, what those terms were and whether they were respected. 

After obtaining as complete information as possible, the analyst would 
then proceed to analyze the affairs of each subsidiary. If the analyst 
represented a bank or a merchandise creditor he might, after determin¬ 
ing that a particular subsidiary in which he was interested was in a weak 
financial condition, obtain a guaranty from the parent company to 
cover obligations of this particular subsidiary. Then the analyst would 
study the comparative consolidated financial statements to obtain an 
over-all picture. 

For the purposes of this study we shall pass over the intermediate 
phases of the analysis and take up the consolidated figures, which appear 
in Schedule 37. 

For year C a loss of $335,592 was sustained and dividends of $307,500 
were paid. As a result of these two features, the tangible net worth 
dropped $043,092 and the net working capital approximately the same 
amount. Notwithstanding the loss and the payment of dividends, the 
consolidated figures as of the end of year C disclosed a fairly satis¬ 
factory condition, with two exceptions. The receivables reflected an 
average collection period of 26 days based on the net sales, the fixed 
assets represented 52 per cent of the tangible net worth, and the current 
assets disclosed a healthy margin over the current liabilities. 

The two exceptions were the heavy inventory and the rather sub¬ 
stantial total debt of $6,625,970. The net sales of $16,586,249 were 
only 2.3 times the inventory of $7,189,656, a rather low relationship 
for this line of business. Moreover—and more obvious—was the fact 
that the inventory was appreciably larger than the net working capital 
of $5,992,378. 

Operations went from bad to worse in year B. The inventory at the 
end of year C had been valued at first-in first-out and in a rising market 
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Fruit & Vegetable Canners, Inc. [Schedule 37] 

Comparative Consolidated Figures for Years Ended May 31, 19— 



(C) 

Three Years 

Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 




Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Advances on Growing Crops.. 
Current Assets . 

$ 651,779 

160,110 
1,021,113 
7,189,656 
293,246 
$ 9,315,904 

$ 500,860 

110,201 
1,910,100 
5,932,026 
245,283 
$ 8,698,470 

$ 538,074 

100,452 
1,810,221 
5,409,997 
311,547 
$ 8,170,291 

Fixed Assets, Net. 

Cash Value of Life Insurance. 

Investments. 

Miscellaneous Receivables.... 
Tleferred Assets. 

3,404,238 

49,874 

35,073 

105,020 

228,988 

1 

3,505,398 

60,261 

25,001 

65,031 

232,478 

1 

3,595,547 

70,894 

4,502 

215,108 

200,207 

1 

Good Will. 

Total. 

$13,139,098 

$12,586,640 

$12,256,550 

Liabilities 




Notes Payable to Banks. 

Due to Officers and Employees 

Accounts Payable. 

Accruals. 

Advance Payments. 

Due on Stock Subscriptions.. 

Reserve for Taxes. 

Current Liabilities . 

$ 2,000,000 
83,867 
890,675 
140,782 
147,719 
37,151 
23,332 
$ 3,323,526 

$ 3,500,000 
52,577 
976,084 
182,708 
92,244 

$ 2,750,000 
37,985 
990,422 
158,448 
139,285 

16,501 
$ 4,820,114 

125,000 
$ 4,201,140 

Term Loan. 

Mortgages. 

3,000,000 

302,450 

2,000,000 

406,866 

2,000,000 

391,635 

Total Debt . 

$ 6,625,976 

$ 7,226,980 

$ 6,592,775 

4% Cumulative Pref. Stock. . 

Common Stock. 

Capital Surplus. 

Earned Surplus. 

Tota].. 

3,500,000 

550,242 

689,208 

1,773,672 

$13,139,098 

3,500,000 

552,500 

307,642 

999,518 

$12,586,640 

3,500,000 

552,500 

282,016 

1,329,259 

$12,256,550 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$ 5,992,378 
2.81 
$ 6,513,121 

$ 3,878,356 
1.80 
$ 5,359,659 

$ 3,969,151 
1.94 
$ 5,663,774 

Net Sales. 

Net Profit. 

Dividends. 

$16,586,249 

{fj)336,592 

307,500 

$18,269,811 

{L)712,m 

61,250 

$20,337,746 

329,741 

None 


was clearly heavy. As so often happens with a heavy inventory valued 
on this basis, a loss is immediately incurred in a falling market. That 
happened here, and although the inventory was reduced from $7,189,656 
to $5,932,026 at the end of year B, operations were conducted at a loss of 
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$712,404. This loss, together with dividends of $61,260, the reduction of 
$1,000,000 in the term loan and the additional expenditure of $101,160 
for fixed assets, brought about a further reduction in the net working 
capital to $3,878,356. The inventory, notwithstanding its decrease, 
continued to be materially out of line. The total debt increased as the 
tangible net worth decreased. Affairs became very extended. 

Year A shows real improvement, but the company was still not out 
of the woods. Net profits of $329,741 were earned, current liabilities 
and total liabilities were moderately reduced, the net sales were increased, 
the net working capital was increased, and the inventory was reduced, all 
favorable features as far as the trends were concerned, but the improve¬ 
ments in the aggregate were only moderate. These trends need to be 
continued in a marked manner. The relationship between the inventory 
and the net working capital for the 3 years was as follows: 


Year C 

Inventory. $7,189,656 

Net Working Capital. 5,992,378 

Ratio of Inventory to Net Work¬ 
ing Capital. 119.9% 


Year B 
$5,932,026 
3,878,356 

152.9% 


Year A 
$5,409,997 
3,969,151 

136.3% 


In year C the inventory of $7,189,656 was 119.9 per cent of the net 
working capital of $5,992,378. In year B the inventory was reduced to 
$5,932,026, and in year A still further reduced to $5,409,997. In year B 
the net working capital decreased 35.3 per cent to $3,878,356 and then in 
year A increased moderately to $3,969,151. Because of the very sub¬ 
stantial shrinkage in the net working capital in year the relationship 
with the inventory went up to 152.9 per cent, and then as a result of the 
improved trend in both items in year A, the relationship decreased to 
136.3 per cent. 

Condensed Analysis ,—In year C, as we have seen, the inventory was 
heavy and the total liabilities were greater than the tangible net worth, 
always a vulnerable combination; the operations for year B showed just 
how vulnerable. The inventory was heavy both in relation to the net 
sales and to the net working capital. The net sales were only 2.3 times 
the inventory, when the relationship should have been quite materially 
higher. Moreover, the inventory was 19.9 per cent in excess of the net 
working capital. 

Here was the situation for the first full year after merging with the 
four smaller concerns. Whereas the management had planned to close 
the year with an inventory of $4,000,000, the inventory had reached 
$7,189,656, and, to carry the excess, a term loan of $3,000,000 had been 
obtained just prior to the statement date. The internal management 
had become disorganized during the year. Possibly the president of 
the corporation had been too inexperienced to realize the unfavorable 
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trend, possibly too ineffectual to hold a firm hand over others in the 
management who wanted to speculate for a rise in values. At any rate 
the year closed with a fever. 

From this point on, the fundamental policy should have been one of 
making the most out of a bad situation, reducing the inventory and 
liabilities as fast as possible, yet not assuming unnecessary losses. Year B 
closed with a serious heart attack and peak liabilities of $7,226,980, well 
in excess of the tangible net worth. 

During year A net profits of $329,741 were finally earned, a heartening 
sign after the substantial losses of year C and year‘5. Liabilities and 
merchandise were reduced moderately but both items continued heavy; 
the total liabilities were 16.4 greater than the tangible net worth, and the 
inventory was 36.3 per cent greater than the net working capital. To 
bring this situation into reasonable proportions, the inventory should be 
reduced $1,500,000 from the figure at the end of year A and those funds 
used to reduce current liabilities. Moreover, several years of profitable 
operations are needed with the retention of all the profits in the business 
in liquid form to increase the net working capital to a figure between 
$5,000,000 and $5,500,000. Future operations should keep the year-end 
inventory constantly below the net working capital even if it means that 
the net sales will represent six or eight times the closing inventory. With 
capable strong management, the financial condition of this corporation 
probably can be brought into line. 

TYPICAL RATIOS OF INVENTORY TO NET WORKING CAPITAL 

Schedule 38 gives the typical ratios of closing inventory to net work¬ 
ing capital for 40 lines of manufacturing, 21 of wholesaling, and 7 of 
retailing for the years 1943 through 1947 with a 5-year arithmetical 
average. Manufacturers of leather luggage have the lowest 5-year aver¬ 
age among the 40 manufacturing lines with 45.4 per cent; manufacturers 
of stoves, ranges, and ovens have the second-best 5-year average ratio 
with 50.4 per cent; and manufacturers of curtains, draperies, and bed¬ 
spreads, and manufacturers of hosiery are third with 50.9 per cent. 
Canners of fruits and vegetables are at the bottom of the list ^vith a 
5-year average ratio of inventory to net working capital of 100.3 per cent. 
Manufacturers of cigars with a 5-year average of 97.6 per cent are next 
to the bottom, and manufacturers of airplane parts and accessories with 
a ratio of 86.0 are second from the bottom. 

Among the wholesale lines, wholesalers of hosiery and underwear 
with a 5-year average ratio of 38.2 make the best showing of inventory 
to net working capital, followed by wholesalers of men^s furnishings with 
a 5-year average of 39.8 per cent, and wholesalers of women^s coats, suits, 
and dresses with 41.8 per cent. The poorest showing is made by whole- 
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[Schedule 88] Ratios op Inventory to Net Working Capital 


Percentage 


Lines of Business Activity 



Median 


Five- 

year 

Average 


1943 

1944 

1945 

1946 

1947 

Manufacturers 

Airplane Parts and Accessories. 

95.2 

96.7 

81.8 

74.3 

82.0 

86.0 

Automobile Parts and Accessories. 

62.5 

61.7 

57.6 

77.6 

70.0 

65.9 

Bakers. 

75.3 

53.4 

73.8 

52.9 

72.8 

65.6 

Bedsprings and Mattresses. 

51.5 

39.0 

48.8 

87.4 

78.1 

61.0 

Breweries. 

76.7 

76.7 

59.5 

54.0 

75.6 

68.5 

Chemicals, Industrial. 

62.0 

65.3 

58.3 

68.6 

63.4 

63.5 

Cigars. 

99.4 

91.8 

89.2 

112.3 

95.2 

97.6 

Clothing, Children’s Dresses and Wash 
Suits. 

65.1 

55.0 

43.7 

77.8 

101.8 

53.1 

Clothing, Men’s and Boys’. 

Coats and Suits, Women’s. 

63.8 

64.4 

46.2 

78.4 

75.4 

65.6 

69.5 

*61.9 

53.5 

70.4 

78.7 

66.8 

Confectionery. 

55.8 

56.5 

47.7 

61.4 

51.9 

54.7 

Cotton Cloth Mills. 

64.5 

72.5 

67.9 

76.1 

68.4 

69.9 

Cotton Goods, Converters. 

66.6 

58.9 

48.6 

56.2 

76.2 

61.3 

Curtains, Draperies, and Bedspreads... 

57.0 

40.1 

37.3 

50.0 

70.2 

50.9 

Dresses, Rayon, Silk, and Acetates.... 

66.8 

56.4 

46.9 

67.9 

71.0 

61.8 

Drugs. 

67.5 

70.4 

62.0 

73.9 

76.4 

70.0 

Electrical Parts and Supplies. 

78.6 

58.9 

63.8 

82.4 

71.6 

71.1 

Foundries. 

78.6 

55.6 

45.0 

51.0 

57.8 

57.6 

Fruits and Vegetables, Canners. 

133.0 

92.3 

53.2 

95.0 

128.2 

100.3 

Fur Garments. 

61.9 

81.8 

56.8 

70.2 

62.0 

66.5 

Furniture. 

47.1 

49.3 

46.7 

64.7 

65.8 

64.7 

Hardware and Tools. 

72.0 

65.1 

52.4 

61.6 

72.0 

64.6 

Hosiery. 

54.4 

46.6 

41.7 

59.1 

52.8 

50.9 

Leather Garments. 

75.4 

60.0 

57.1 

86.3 

62.0 

68.2 

Luggage, Leather. 

37.8 

38.7 

40.7 

47.1 

62.8 

45.4 

Machinery, Industrial. 

75.2 

61.5 

60.3 

72.2 

75.0 

68.8 

Meats and Provisions, Packers. 

85.6 

61.1 

64.1 

65.6 

74.1 

70.1 

Metal Stampings. 

60.0 

51.3 

37.4 

54.7 

56.2 

51.9 

Outerwear, Knitted. 

64.0 

70.6 

62.0 

67.6 

73.4 

67.5 

Overalls and Work Clothing. 

73.8 

61.2 

58.3 

79.7 

84.4 

71.5 

Paints, Varnishes, and Lacquers. 

61.9 

62.4 

55.2 

65.8 

75.2 

64.1 

Paper. 

62.4 

54.9 

65.5 

60.8 

73.0 

63.3 

Paper Boxes. 

53.5 

42.8 

39.7 

56.8 

63.3 

51.2 

Petroleum Integrated Operators. 

57.6 

53.4 

52.7 

54.1 

72.4 

58.0 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

53.0 

56.6 

56.7 

56.4 

45.6 

53.7 

Shirts, Underwear, and Pajamas, Men’s 

77.6 

55.3 

55.0 

76.2 

79.5 

68.7 

Shoes, Women’s and Children’s. 

79.9 

64.4 

62.0 

69.4 

88.8 

72.9 

Soft Drinks and Carbonated Water, 
Bottlers. 

49.0 

73.6 

49.3 

58.7 

52.4 

56.6 

Steel, Structural Fabricators (Sell on 
Short Terms). 

60.6 

35.3 

46.6 

65.7 

65.7 

54.8 

Stoves, Ranges, and Ovens. 

46.1 

46.1 

44.3 

62.0 

53.4 

50.4 
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Ratios of Inventory to Net Working Capital.— (Continued) 

[Schedule 88.— (Cont,)] 


Percentage 


Lines of Business Activity 


Median 



Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Wholesalers 







Automobile Parts and Accessories. 


68.9 

72.3 

86.3 

89.5 

77.5 

Butter, Eggs, and Cheese. 

79.3 

72.5 

70.5 

69.6 

65.7 

71.5 

C/igars, Cigarettes, and Tobacco. 

79.1 

59.3 

59.3 

69.1 

80.9 

69.5 

Drugs and Drug Sundries. 

82.7 

79.8 

77.8 

87.7 

96.5 

84.9 

Dry Goods. 

49.7 

39.5 

36.2 

57.8 

71.0 

50.8 

Electrical Parts and Supplies. 

49.4 


58.9 

84.8 

86.5 

66.3 

Fruits and Produce, Fresh. 

46.1 

47.5 

52.8 

43.4 

47.2 

47.4 

Furnishings, Men’s. 

37.0 

32.5 

27.6 

54.0 

47.9 

39.8 

Gasoline and Lubricating Oil. 

53.5 

47.0 

57.8 

63.0 

67.0 

57.7 

Groceries. 

87.3 

76.8 

82.2 

116.9 

116.5 

95.9 

Hardware. 

59.7 

56.9 

57.7 


85.8 

69.0 

Hosiery and Underwear. 

44.6 

32.7 

19.1 

45.6 

48.9 

38.2 

Lumber. 

48.5 

48.7 

34.4 

49.2 

64.3 

49.0 

Meat and Poultry. 

59.2 


50.0 

45.7 

30.7 

47.1 

Outerwear, Knitted. 

47.4 

38.0 


57.6 

54.6 

45.7 

Paints, Varnishes, and Lacquers. 

63.9 

64.0 

59.9 

77.4 

103.5 

73.7 

Paper. 

63.6 


45.9 


72.4 

59.5 

Plumbing and Heating Supplies. 

56.8 



72.6 

83.6 

64.7 

Shoes, Men’s and Women’s. 

54.9 

38.9 

31.7 

61.1 

60.5 

49.4 

Wines and liquors. 

81.6 

88.2 

79.3 

111.0 

87.0 

89.4 

Women’s Wear, Coats, Suits, and 







Dresses. 

43.4 

34.2 

41.9 

41.2 

48.3 

41.8 

Retailers 







Clothing, Men’s and Boys’. 

77.3 

65.3 

29.8 

60.7 

69.6 

60.5 

Department Stores. 

64.5 



67.7 

72.4 

63.5 

Furniture. 

43.5 

29.9 

36.2 

47.7 

53.7 

42.2 

Furniture, Installment. 

33.8 

27.1 

32.8 

46.5 

45.0 

37.0 

Lumber. 

45.6 

44.3 

32.5 

45.3 

68.0 

47.1 

Shoes, Men’s and Women’s. 

EHll 

81.2 

72.1 

78.1 

98.9 

85.8 

Women’s Specialty Shops. 

76.8 

62.3 

50.3 

61.8 

68.0 

63.8 


salers of groceries with a 5-year average ratio of 95.9 per cent, immediately 
preceded by wholesalers of wines and liquors with 89.4 per cent, and 
wholesalers of drugs and sundries with 84.9 per cent. 

Among the seven retail lines, the best showing is made by installment 
furniture stores with a 5-year average ratio of 37.0 per cent, and the 
poorest showing by retailers of men’s and women’s shoes with 85.8 
per cent. 
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Maxim 

When a manufacturer or a wholesaler is operating on a tangible net 
worth between $50,000 and $250,000, wide practical experience has 
indicated that extreme care should be exercised in the analysis, even 
though the ratio of net sales to inventory is in satisfactory relationship, 
if the inventory is greater than three-quarters of the net working capital. 
When the tangible net worth exceeds $250,000, the inventory should be 
no greater than the net working capital. In a retail business with a 
tangible net worth in excess of $50,000, the inventory should be no greater 
than the net working capital. 


THEORY AND PROBLEMS 

1. Describe the trend that has taken place in recent years as to who should be 
responsible for the inventory figure used in the balance sheet. 

2. If you were operating a business enterprise would you be inclined to purchase an 
excessive quantity of merchandise because you believed prices would rise in the near 
future and you would make a greater profit? Explain your answer. 

8. Why will the ratio of net sales to inventory sometimes give the analyst a false sense 
of security? 

4. To ascertain whether the inventory is excessive or not, what ratio should be used 
to supplement the ratio of net sales to inventory? 

6. The Airplane Parts Manufacturing Co., Inc., submitted the following comparative 
balance sheets to its investment banker. The manager of the statistical department 
of the investment banking house posted these figures on a comparative statement 
blank. He computed the net working capital and the tangible net worth for both 
years. He then determined the following ratios for both years: (a) current assets 
to current liabilities, {h) current liabilities to tangible net worth, (c) total liabilities 
to tangible net worth, (dj funded debt to net working capital, (e) fixed assets to tangi 
ble net worth. Assume you are the manager of the statistical department. Make 
the computations, interpret each ratio, and render a brief report of your analysis to 
the senior partner of your firm. 


Airplane Parts Manufacturing Co., Inc. 

Comparative Balance Sheets, December 31, 19— 

(B) (A) 

Two Years Ago One Year Ago 

Assets 


Current Assets 

Cash. $ 203,123 $ 162,829 

U.S. Treasury tax series notes. 2,009,035 451,260 

Notes and accounts receivable, 

less allowances. 1,841,126 1,820,217 

Due from U.S. government for 

machinery purchased. 223,037 S 4,276,321 . $2,434,306 

Inventory 

Finished product. $ 211,626 $ 233,068 

Raw material and in process. 2,683,542 2,895,168 2,268,731 2,501,799 

$ 7,171,489 “ $4,936,105 
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(B) (^) 

Two Years Ago One Year Ago 

Investment and Other Assets ^ 

Investment in associated com- ' 


pany pref. and com. stock... 

$ 138,076 

$ 138,075 


Postwar refund on excess-profits 




tax. 

190,000 

7,000 


Sundry notes^ accounts, and 




advances. 

25,413 

S 353,489 21,794 $ 166,869 

Factory Plant and Equipment 




Factory Real estate. 


509,006 

499,004 

Buildings, sidings, yards... . 

$1,674,438 

$1,671,641 


Less: Reserve for depreciation 

1,027,081 

647,357 985,053 

686,588 

Equipment. 

$7,588,936 

$7,030,284 


Less: Reserve for depreciation 

6,087,922 

1,501,014 5,634,542 

1,395,742 

Foundry 




Real estate. 



155,755 

Buildings, sidings, yards. . . . 


$ 562,602 


Less: Reserve for depreciation 


163,529 

399,073 

Equipment. 

$ 556,141 

$ 531,751 


Less: Reserve for depreciation 

296,105 

260,036 266,870 

264,881 

Warehouse 




Real estate. 


49,339 

49,339 

Building. 

$ 128,891 

$ 128,891 


Less: Reserve for depreciation 

19,320 

109,571 16,098 

112,793 



$ 3,076,323 

$3,563,175 

Building under construe- 




tion. 


152,720 


Deferred Charges 




Unexpired insurance premiums, 




prepaid. 


94,224 

113,325 

Patents, Trade-marks, and Good 




Will. 


1 

1 



$10,848,246 

$8,779,475 

Li.\bilities 




Current Liabilities 




Notes Payable. 

$ 805,000 

$ 966,000 


Real estate notes maturing in 




12 months. 


10,000 


Accounts payable and accrued 




pay roll, interest, and taxes. . 

863,925 

949,466 


Federal and state income taxes. 

2,775,000 $ 4,443,925 1,100,000 $3,025,466 

Long-term Debt. 


45,000 

55,000 

Debenture Notes. 


173,500 

144,800 

Reserves 




For contingencies. 

$ 430,000 

$ 250,000 


For injuries to employees. 

33,279 

24,737 


For guaranty expense. 

75,000 

538,279 15,000 

289,737 

Capital Stock and Surplus 




Authorized. 

$7,500,000 

$7,500,000 


Less unissued. 

2,681,200 

2,681,200 


Less in treasury. 

284,700 

284,700 



$4,534,100 

$4,534,100 


Surplus. 

1,113,442 

5,647,542 730.372 

5.264.472 



$10,848,246 

$8,779,475 
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6. Retail Drug Chain, Inc., operates a chain of 12 drug stores in a prominent Southern 
city. From the following comparative figures compute for both years (a) the ratio 
of net sales to inventory, and (6) the ratio of inventory to net working capital. Give 
your interpretation of the four ratios that you obtain, and also the trend in each 
ratio for the 2 years. 

Retail Drug Chain, Inc. 

Comparative Figures for Years Ended December 31, 19— 


{B) (A) 

Two Years One Year 
Ago Ago 


Assets 

Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets . 


$ 7,416 
200 
9,277 
86,9 37 
$103,830 


$ 3,428 
175 
12,255 
115,554 
$131,412 


Fixed Assets. 

Bank Stock. 

Miscellaneous Receivables 

Prepaid Items. 

Supplies. 

Good Will. 


60,507 

77,982 

210 

210 

549 

2,271 

2,909 

5,397 

874 


1,002 

13,534 


Total 


$169, 881 $230,806 


Liabilities 

Notes Payable to Bank. 

Notes Payable for Equipment 

Accounts Payable. 

Accruals. 

Due to Affiliate. 

Current Liabilities . 


$. 

$ 40,000 


4,623 

28,282 

48,033 

1,899 

958 

1,001 

2,153 

$ 31,182 

$ 95,767 


Common Stock, No Par. 142,590 142,590 

Deficit . 3,891 7,661 

Total . $169,881 ^30,80 6 


Net Working Capital . $ 72,648 $ 35,644 

Current Ratio . . 3.32 1.38 

Tangible Net Worth . $137,697 $121,505 


Sales. 

Net Profits 
Dividends. 


$458,017 

2,525 

None 


$567,487 

{L)S,660 

None 



































CHAPTER XIII 


AVERAGE COLLECTION PERIOD 

Quality and quantity are attributes that the natural scientist tells us 
are of unusual importance. ‘^Indeed, the qualitative/' Alexis Carrel 
meticulously summarized, more difficult to study than the quantita¬ 
tive." These two attributes are equally significant in analyzing the total 
of notes and accounts receivable in a balance sheet. Are the receivables 
in healthy shape or not? Do they contain a substantial proportion of 
past-due accounts? Are some accounts carried in the receivables ledger 
even though they are worth no more than ice in Iceland? That it is of 
the utmost importance to analyze the receivables is evident from the fact 
that only the cash and readily marketable securities in a balance sheet 
are more liquid. 

A member of the management staff of a business enterprise, a lending 
banker, the accountant on the books, and occasionally a mercantile credit 
manager may obtain an aging of the receivables of a concern, that is, a 
breakdown showing the amount not due on a particular date, the amount 
up to 30 days past due, 31 to 60, 61 to 90, 91 to 180, and over 180 days 
past due on original terms of sale. In particular situations it is pertinent 
that the aging be made on the original terms of sales, as past-due accounts 
receivable might have been closed out with notes receivable, and‘the 
notes I’eceivable in the usual aging would be considered not due if the 
notes had not matured. This detailed information, together vdth a 
knowledge of the amount recently charged off for bad debts, is of the 
greatest help in determining the condition of the receivables, but in too 
few cases is this information available. Under the circumstances, the 
analyst is left to his own ingenuity, which invariably means a study of the 
receivables by means of the average collection period. 

NEED OF SELLING TERMS 

The one immediate measure of the qualitative condition of receiv¬ 
ables is to compare the average collection period, based upon the volume 
of net sales, with the terms of sale used by the particular business enter¬ 
prise whose figures are being analyzed. If a wholesaler of groceries is 
selling merchandise on terms of 2 per cent discount in 10 days, net 30 
days, the average collection period, if the receivables are sound, should be 
only slightly in excess of 30 days, at the most, not more than 40 days. 
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If the average collection period were 64 days, something would be radi¬ 
cally off color and an aging would be essential for further careful study. 
Without an aging, the analyst would be forced to assume that a large 
portion of the receivables were uncollectible. 

No item of receivables can be analyzed without ascertaining the exact 
terms of sale used by a particular business enterprise. An average collec¬ 
tion period of GO days would carry one meaning on net selling terms of 
30 days and another implication on net selling terms of 60 days. Where a 
concern uses different selling terms for different trades or for different 
products, such as cash, 30 days open account, and an installment basis, 
the analysis of receivables becomes almost as complicated as the study 
of an item of investments. It is also important that the accounts and 
notes receivable represent only merchandise sales and that they do not 
include receivables for the sales of real estate, fixtures, machinery, and 
equipment, or loans to officers, to directors, or to others. 

COMPUTATION OF AVERAGE COLLECTION PERIOD 

What is an average collection period based upon the volume of net 
sales? There is a simple mathematical formula for obtaining this figure 
so essential in a study of the quality of receivables. The first step in that 
formula is to divide the annual net credit sales by 365 days to obtain the 
average amount of credit sales per day. Then the total of the accounts 
and notes receivable (together with any discounted notes) is divided by 
the average net credit sales per day to obtain a figure which represents 
the average collection period. The term annual net credit sales is used, 
as, in the case of a retail store which sells both for cash and on charge 
accounts, the cash sak's must be deducted from the annual net sales to 
obtain the volume of annual 7ict credit sales; in case installment sales are 
also made, the entire selling i)rice of such sales, including the down pay¬ 
ment, must also be deducted. No loss is assumed on cash sales and they 
do not figure in the process of determining an average collection period. 
Installment sales are deducted because a separate computation must be 
made to determine the average collection period of the long-term receiv¬ 
ables created by sales of this type. The formula for computing the aver¬ 
age collection period for the typical business enterprise is as follows: 

Net credit sales for 1 year ,, . , 

-3 65 days - = Net credit sales per day 

Accounts receivable + notes rece ivable (including discounted notes receivable) 

Net credit sales per day ~ 

= Average collection period 

If the net credit sales used in this formula are for a period of 6 months, 
then the denominator of the first fraction is 182 days instead of 365 days; 
if the net credit sales used are for a 3 months’ period, then the denomi- 
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iiator is 91 days. Any reserves for bad debts should be deducted from 
the accounts and notes receivable to obtain a net figure of accounts and 
notes receivable to be used in this formula. By substituting the fraction 

Net credit sales for 1 year 
365 days 

for net credit sales per day in the second equation, at the bottom of the 
preceding page, we arrive at the following formula: 

Accounts receivable -|- notes receivable (including discounted notes receivable) 

1 

X_365_ 

Net credit sales for 1 year 
__ Accounts receivable + notes receivable (including discounted notes) X 365 
““ Net credit sales for 1 year 

= Average collection period 

Illustration 1 

A manufacturer of women^s full-fashioned hosiery sells direct to retail 
stores. For the last fiscal year net sales amounted to $1,500,880; the 
total of accounts and notes receivable in the fiscal balance sheet amounted 
to $140,230. To obtain the average collection period according to the 
first formula given above, $1,500,880, the annual net sales, is divided by 
365 days which gives an average of $4,112 net credit sales per day. The 
total receivables of $140,230 is now divided by $4,112 and we obtain 34 
days as the average collection period. If we use the second formula 
given above, the receivables of $140,230 are multiplied by 365 days to 
give a figure of $51,183,950 and this amount is divided by $1,500,800, 
the annual net sales, giving the same average collection period of 34 days. 

These detailed mathematical processes are streamlined by the use of 
Schedule 39. In the horizontal line of figures on the top of this schedule, 
in bold face type, we find the first three digits of the sales figures, 150. 
This figure appears on page 359. Then we find the first three digits of 
the receivables, 140, in the vertical column either at the extreme right 
or the extreme left of the table. Where the projected series of figures 
from these two points intersect is the number 34.1, which is our average 
collection period. 

Illustration 2 

A department store has net annual sales of $8,642,000. Of this amount, 
$5,042,000 represents cash sales and the difference of $3,600,0(X) repre¬ 
sents charge accounts payable on the first of the following month. The 
fiscal balance sheet of January 31 shows accounts receivable of $340,000. 

The volume of cash sales of $5,042,000 plays no part in determining 
the average collection period; only the charged sales of $3,600,000 are 



358 


INTERNAL ANALYSES OF BALANCE SHEETS 


Table for Determining Average Collection Period 

,-Annual Net Credit Sales- 



101 

102 

108 

104 

105 

106 

107 

108 

109 

110 

111 

118 

118 

114 

102 

369 

365 

362 

358 

365 

351 

348 

345 

342 

338 

335 

332 

330 

327 

104 

376 

372 

369 

365 

362 

358 

355 

351 

348 

345 

342 

339 

336 

333 

106 

383 

379 

376 

372 

368 

365 

362 

358 

355 

352 

349 

345 

342 

339 

108 

390 

387 

383 

379 

375 

372 

368 

365 

362 

358 

355 

352 

349 

346 

110 

398 

394 

390 

386 

382 

379 

375 

372 

368 

365 

362 

359 

355 

352 

112 

405 

401 

397 

393 

389 

386 

382 

378 

375 

372 

368 

365 

362 

358 

114 

412 

408 

404 

400 

396 

392 

389 

385 

382 

378 

375 

372 

368 

365 

116 

419 

415 

411 

407 

403 

400 

395 

392 

388 

385 

381 

378 

375 

371 

118 

427 

422 

418 

414 

410 

406 

403 

399 

395 

392 

388 

385 

381 

378 

120 

434 

430 

425 

421 

417 

413 

410 

406 

402 

398 

395 

391 

388 

384 

140 

506 

501 

496 

492 

487 

482 

478 

473 

469 

465 

461 

457 

452 

448 

160 

579 

573 

567 

562 

556 

551 

546 

541 

536 

531 

526 

522 

517 

513 

180 

605 

644 

638 

632 

626 

620 

614 

609 

603 

598 

592 

587 

582 

576 

200 

723 

716 

709 

702 

696 

688 

682 

676 

670 

664 

658 

652 

646 

641 

220 

795 

788 

780 

773 

765 

758 

750 

744 

737 

730 

724 

717 

711 

705 

240 

868 

859 

851 

842 

834 

826 

818 

811 

804 

797 

789 

783 

775 

768 

260 

940 

931 

921 

913 

904 

897 

886 

879 

871 

863 

854 

847 

840 

833 

280 

101 

100 

992 

983 

974 

954 

955 

946 

937 

929 

920 

913 

904 

897 

300 

108 

107 

106 

105 

104 

103 

102 

101 

100 

996 

987 

978 

969 

961 

820 

116 

114 

113 

112 

111 

110 

109 

108 

107 

106 

105 

104 

103 

102 

340 

123 

122 

121 

119 

118 

117 

116 

115 

114 

113 

112 

111 

no 

109 

360 

130 

129 

127 

126 

125 

124 

123 

122 

121 

119 

118 

117 

116 

115 

880 

137 

136 

135 

133 

131 

130 

129 

128 

127 

126 

125 

124 

123 

122 

400 

144 

143 

142 

140 

139 

138 

136 

135 

134 

133 

131 

130 

129 

128 

420 

152 

150 

149 

147 

146 

144 

143 

142 

141 

139 

138 

137 

136 

134 

^ 440 

159 

157 

156 

154 

153 

152 

150 

149 

147 

146 

145 

143 

142 

141 

9 460 

166 

165 

163 

162 

160 

158 

157 

155 

154 

153 

151 

150 

149 

147 

S 480 

173 

172 

170 

168 

167 

165 

164 

162 

161 

159 

158 

156 

155 

154 

u 600 

181 

179 

177 

175 

174 

172 

170 

169 

168 

166 

165 

163 

161 

160 

^ 620 

188 

186 

184 

182 

181 

178 

177 

176 

174 

172 

171 

170 

168 

167 

640 

195 

193 

191 

189 

188 

186 

184 

182 

181 

179 

178 

176 

174 

173 

660 

202 

200 

198 

197 

195 

193 

191 

189 

187 

186 

184 

182 

181 

178 

680 

210 

207 

206 

203 

201 

200 

198 

196 

194 

192 

191 

189 

187 

186 

600 

217 

215 

213 

211 

209 

206 

205 

203 

201 

199 

197 

195 

194 

192 

620 

224 

222 

220 

217 

215 

214 

211 

209 

208 

206 

204 

202 

200 

198 

640 

231 

229 

227 

225 

223 

220 

218 

216 

214 

212 

210 

208 

207 

205 

660 

238 

236 

234 

232 

229 

227 

225 

223 

221 

219 

217 

215 

213 

211 

680 

246 

243 

241 

238 

236 

234 

232 

230 

228 

225 

223 

221 

220 

218 

700 

253 

250 

248 

245 

243 

241 

239 

236 

234 

232 

230 

228 

226 

224 

720 

260 

257 

255 

253 

250 

248 

246 

243 

241 

239 

237 

234 

232 

230 

740 

2G7 

265 

262 

260 

257 

255 

252 

250 

248 

245 

243 

241 

239 

237 

760 

274 

272 

269 

267 

264 

262 

259 

257 

254 

252 

250 

248 

245 

243 

780 

282 

279 

276 

274 

271 

268 

266 

263 

261 

259 

256 

254 

252 

250 

800 

289 

286 

283 

281 

278 

275 

273 

270 

267 

265 

263 

261 

258 

256 

820 

296 

293 

290 

288 

285 

282 

280 

277 

275 

272 

270 

267 

265 

262 

840 

303 

300 

298 

295 

292 

290 

287 

284 

281 

279 

276 

273 

271 

269 

860 

311 

307 

305 

302 

299 

296 

293 

291 

288 

285 

283 

280 

278 

275 

880 

318 

315 

312 

309 

306 

303 

300 

297 

294 

292 

289 

287 

284 

282 

900 

325 

322 

319 

316 

313 

310 

307 

304 

301 

298 

296 

293 

291 

288 

920 

332 

329 

326 

323 

320 

317 

313 

310 

308 

305 

302 

300 

297 

295 

940 

340 

336 

333 

330 

326 

323 

320 

318 

315 

312 

309 

307 

304 

301 

960 

347 

343 

340 

337 

334 

331 

327 

324 

321 

318 

316 

313 

310 

307 

980 

354 

350 

347 

344 

341 

337 

334 

331 

328 

325 

322 

319 

316 

313 

1000 

361 

358 

354 

351 

348 

344 

341 

338 

335 

332 

329 

326 

323 

320 



AVERAGE COLLECTION PERIOD 


35 


[Schedule 8i 

•Annual Net Credit Sales-- 


lie 

lie 

117 

118 

119 

180 

180 

140 

leo 

160 

ito 

180 

190 

800 

- 


324 

321 

318 

315 

313 

310 

287 

266 

248 

233 

219 

207 

196 

186 

108 


330 

327 

324 

322 

319 

316 

292 

271 

253 

236 

223 

211 

200 

190 

104 


336 

333 

331 

328 

325 

323 

298 

276 

258 

241 

227 

215 

204 

193 

106 


343 

340 

337 

334 

331 

329 

303 

282 

263 

246 

232 

219 

208 

197 

108 


349 

346 

343 

340 

337 

335 

309 

287 

268 

251 

236 

223 

211 

201 

110 


355 

352 

349 

346 

344 

341 

314 

292 

273 

255 

240 

227 

215 

204 

112 


362 

358 

355 

352 

350 

347 

320 

297 

277 

260 

245 

231 

219 

208 

114 


368 

365 

362 

359 

355 

353 

326 

302 

282 

265 

249 

235 

223 

212 

116 


375 

371 

368 

365 

362 

359 

331 

.308 

287 

269 

253 

239 

227 

215 

118 


381 

377 

374 

371 

368 

365 

337 

313 

292 

274 

258 

243 

230 

219 

120 


444 

440 

437 

433 

430 

426 

393 

365 

341 

320 

301 

284 

269 

255 

140 


508 

504 

500 

495 

491 

487 

450 

418 

390 

365 

344 

324 

307 

292 

160 


572 

566 

562 

557 

552 

548 

605 

469 

438 

411 

387 

365 

346 

328 

180 


634 

630 

624 

618 

614 

509 

562 

521 

487 

456 

430 

405 

384 

365 

200 


699 

693 

686 

681 

675 

670 

618 

674 

535 

502 

473 

446 

423 

402 

820 


762 

755 

749 

742 

736 

730 

674 

626 

584 

547 

515 

487 

461 

438 

840 


825 

818 

811 

804 

797 

791 

730 

678 

633 

593 

558 

527 

500 

475 

260 


889 

881 

874 

865 

859 

852 

786 

730 

682 

639 

601 

568 

538 

511 

880 


953 

944 

936 

929 

920 

913 

843 

783 

730 

685 

644 

608 

577 

548 

800 


102 

101 

999 

990 

982 

954 

899 

835 

779 

730 

687 

649 

625 

584 

320 


108 

107 

106 

105 

104 

103 

955 

887 

828 

776 

730 

690 

654 

621 

840 


114 

113 

112 

111 

110 

109 

101 

938 

876 

821 

773 

730 

692 

657 

360 


121 

120 

118 

117 

116 

115 

107 

992 

926 

867 

816 

771 

730 

694 

380 


127 

126 

125 

124 

123 

122 

112 

104 

975 

913 

859 

812 

769 

730 

400 


133 

132 

131 

130 

129 

128 

118 

109 

102 

958 

902 

852 

807 

767 

420 


140 

138 

137 

136 

135 

134 

123 

115 

107 

100 

944 

892 

846 

804 

440 


146 

145 

143 

142 

141 

140 

129 

120 

112 

105 

988 

934 

884 

840 

460 


152 

151 

150 

148 

147 

146 

135 

125 

117 

109 

103 

974 

922 

876 

480 

t 

158 

157 

156 

155 

153 

152 

140 

130 

122 

114 

107 

101 

961 

913 

600 

c; 

165 

164 

162 

161 

159 

158 

146 

135 

126 

119 

111 

105 

100 

948 

620 


171 

170 

168 

167 

166 

164 

152 

141 

131 

123 

116 

109 

104 

985 

640 


177 

176 

174 

173 

172 

170 

157 

146 

136 

128 

120 

113 

107 

102 

660 


184 

182 

181 

180 

178 

176 

163 

151 

141 

132 

124 

117 

111 

106 

680 


190 

189 

187 

185 

184 

182 

168 

156 

146 

137 

129 

122 

115 

110 

600 


197 

195 

193 

192 

190 

188 

174 

162 

151 

141 

133 

126 

119 

113 

620 


203 

201 

200 

198 

196 

195 

180 

167 

156 

146 

137 

130 

123 

117 

640 


209 

208 

206 

204 

202 

201 

185 

172 

161 

151 

142 

134 

127 

120 

660 


216 

214 

212 

210 

209 

207 

191 

177 

165 

155 

146 

138 

131 

124 

680 


222 

220 

218 

216 

214 

213 

196 

183 

170 

159 

150 

142 

134 

128 

700 


228 

227 

225 

223 

221 

219 

202 

188 

175 

164 

154 

146 

138 

131 

720 


235 

233 

231 

229 

227 

225 

207 

193 

180 

169 

159 

150 

142 

135 

740 


241 

239 

237 

235 

233 

231 

213 

198 

185 

173 

163 

154 

146 

139 

760 


247 

245 

243 

241 

239 

237 

219 

203 

190 

178 

167 

158 

150 

142 

780 


254 

252 

249 

247 

245 

243 

225 

209 

195 

183 

172 

162 

154 

146 

800 


260 

258 

256 

254 

251 

249 

230 

214 

199 

187 

176 

166 

157 

150 

820 


266 

264 

262 

260 

257 

255 

236 

219 

204 

192 

180 

170 

161 

153 

840 


273 

270 

268 

266 

263 

261 

241 

224 

209 

196 

185 

174 

165 

157 

860 


279 

277 

274 

272 

270 

268 

247 

229 

214 

200 

189 

178 

169 

161 

880 


285 

283 

280 

278 

276 

274 

252 

235 

219 

205 

193 

182 

173 

164 

900 


292 

289 

286 

284 

282 

280 

258 

240 

224 

210 

197 

186 

177 

168 

980 


298 

296 

293 

291 

288 

286 

264 

245 

229 

214 

202 

191 

180 

172 

940 


305 

302 

290 

297 

294 

292 

269 

250 

233 

219 

206 

195 

184 

175 

960 


311 

308 

305 

303 

301 

298 

275 

255 

238 

223 

210 

199 

188 

179 

980 


318 

315 

312 

309 

307 

304 

281 

261 

243 

228 

215 

223 

192 

183 

1000 
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810 

880 

880 

840 

880 

880 

870 

880 

890 

800 

810 

m 

m 

840 

loa 

177 

169 

162 

155 

149 

143 

138 

133 

128 

124 

120 

116 

113 

no 

104 

181 

172 

165 

158 

152 

146 

141 

136 

131 

126 

122 

119 

116 

112 

106 

184 

176 

168 

161 

155 

149 

143 

138 

133 

129 

125 

121 

117 

114 

108 

188 

179 

171 

164 

158 

152 

146 

141 

136 

131 

127 

123 

120 

116 

110 

191 

183 

175 

167 

161 

154 

149 

143 

138 

134 

129 

125 

122 

118 

118 

195 

186 

178 

170 

163 

157 

151 

146 

141 

136 

132 

128 

124 

120 

114 

198 

189 

181 

173 

166 

160 

154 

149 

143 

139 

134 

130 

126 

122 

116 

202 

193 

184 

177 

169 

163 

157 

151 

146 

141 

137 

132 

128 

125 

118 

205 

196 

187 

179 

172 

166 

160 

154 

149 

144 

139 

135 

131 

127 

ISO 

209 

199 

190 

182 

175 

168 

162 

166 

161 

146 

141 

137 

133 

129 

140 

243 

232 

222 

213 

204 

197 

189 

182 

176 

170 

165 

160 

155 

150 

160 

278 

265 

254 

243 

234 

225 

216 

208 

202 

195 

188 

183 

177 

172 

180 

313 

299 

286 

274 

263 

253 

243 

235 

227 

219 

212 

205 

199 

193 

800 

348 

332 

317 

304 

292 

281 

270 

261 

251 

243 

235 

228 

221 

215 

880 

382 

365 

349 

335 

321 

309 

297 

287 

277 

268 

259 

251 

243 

236 

840 

417 

398 

381 

365 

350 

337 

325 

313 

302 

292 

283 

274 

265 

258 

860 

452 

432 

413 

395 

380 

365 

351 

339 

327 

316 

306 

297 

288 

279 

880 

487 

465 

445 

426 

409 

393 

379 

365 

352 

341 

330 

319 

310 

301 

800 

522 

498 

477 

456 

438 

421 

406 

391 

378 

365 

353 

343 

332 

322 

880 

556 

531 

508 

487 

407 

450 

433 

418 

403 

390 

377 

365 

354 

343 

840 

591 

564 

540 

527 

497 

477 

460 

443 

428 

414 

400 

388 

376 

365 

860 

626 

597 

571 

548 

526 

506 

487 

470 

453 

438 

424 

411 

398 

387 

880 

661 

631 

603 

578 

555 

534 

514 

496 

478 

463 

447 

433 

420 

408 

400 

698 

664 

635 

609 

584 

562 

641 

522 

604 

487 

471 

457 

443 

430 

480 

730 

696 

666 

639 

613 

590 

568 

548 

529 

511 

494 

479 

465 

451 

440 

765 

730 

699 

669 

643 

618 

595 

574 

554 

536 

518 

502 

487 

472 

460 

800 

763 

731 

700 

672 

646 

622 

600 

579 

560 

542 

525 

509 

494 

480 

835 

797 

762 

730 

701 

674 

649 

626 

604 

584 

665 

548 

531 

515 

600 

869 

830 

794 

761 

730 

702 

676 

652 

630 

609 

589 

571 

554 

537 

680 

904 

863 

825 

791 

759 

730 

703 

678 

654 

633 

612 

593 

575 

558 

640 

938 

896 

857 

822 

788 

758 

730 

704 

680 

657 

636 

616 

597 

580 

660 

973 

930 

889 

853 

817 

786 

757 

730 

704 

681 

659 

638 

619 

601 

680 

101 

963 

920 

883 

848 

814 

784 

756 

730 

706 

683 

662 

642 

623 

600 

104 

995 

952 

913 

876 

842 

811 

782 

755 

730 

707 

684 

664 

644 

680 

108 

103 

984 

944 

905 

870 

838 

808 

780 

754 

730 

707 

685 

666 

640 

111 

106 

102 

974 

934 

899 

865 

834 

806 

779 

754 

730 

708 

687 

660 

115 

108 

105 

100 

964 

927 

893 

861 

832 

803 

777 

753 

730 

709 

680 

118 

113 

108 

103 

994 

955 

920 

886 

856 

828 

802 

776 

753 

730 

700 

122 

116 

111 

106 

102 

984 

946 

914 

881 

852 

826 

798 

775 

752 

780 

125 

119 

114 

109 

105 

101 

974 

939 

906 

877 

848 

821 

797 

774 

740 

129 

123 

117 

114 

108 

104 

100 

965 

931 

901 

872 

844 

819 

794 

760 

132 

126 

121 

116 

111 

107 

103 

990 

956 

925 

895 

867 

841 

816 

780 

135 

129 

124 

119 

114 

109 

105 

102 

982 

949 

918 

890 

863 

838 

800 

139 

133 

127 

122 

117 

112 

108 

104 

101 

974 

942 

913 

886 

859 

880 

142 

136 

130 

125 

120 

115 

111 

107 

103 

100 

965 

936 

907 

881 

840 

110 

139 

133 

128 

123 

118 

114 

109 

106 

102 

989 

958 

930 

902 

860 

149 

143 

136 

131 

126 

121 

116 

112 

108 

105 

101 

981 

952 

924 

860 

153 

146 

140 

134 

128 

123 

119 

115 

111 

107 

104 

100 

974 

945 

900 

156 

149 

143 

137 

131 

126 

122 

117 

113 

109 

106 

103 

995 

966 

980 

160 

153 

146 

140 

134 

129 

124 

120 

116 

112 

108 

105 

102 

988 

940 

163 

156 

149 

143 

137 

132 

127 

123 

118 

114 

111 

107 

104 

101 

960 

167 

159 

157 

146 

140 

135 

130 

125 

121 

117 

113 

109 

106 


980 

170 

163 

155 

149 

143 

138 

132 

128 

123 

119 

115 

112 

108 

E3 

1000 

174 

166 

159 

157 

146 

140 

135 

130 

126 

122 

118 

114 

111 

E3 
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{Schedule 89. — {Cant.)] 

'Annual Net Credit Sale»->-^-- 


sso 

860 

870 

880 

890 

400 

410 

420 

420 

440 

400 

400 

470 

400 


106 

103 

101 

970 

954 

932 

908 

886 

866 

846 

828 

810 

792 

776 

' ■ ' 1 "' 

108 

108 

105 

103 

100 

974 

950 

926 

904 

884 

863 

844 

826 

808 

791 

104 

111 

108 

105 

102 

997 

968 

946 

922 

900 

880 

860 

842 

824 

807 

100 

113 

109 

106 

104 

101 

986 

962 

940 

917 

896 

877 

858 

839 

822 

108 

115 

111 

109 

106 

103 

100 

979 

956 

934 

913 

892 

873 

854 

837 

no 

117 

113 

111 

107 

105 

102 

999 

974 

952 

929 

909 

889 

870 

852 

111 

119 

116 

112 

no 

107 

104 

101 

991 

969 

948 

926 

905 

886 

867 

114 

121 

118 

114 

111 

109 

106 

103 

101 

985 

952 

941 

921 

901 

883 

116 

123 

120 

117 

113 

no 

108 

105 

103 

100 

980 

957 

937 

918 

898 

118 

125 

122 

118 

115 

112 

109 

107 

104 

102 

100 

964 

953 

933 

914 

ISO 

146 

142 

138 

134 

131 

128 

125 

122 

119 

116 

114 

111 

109 

106 

140 

167 

162 

158 

154 

150 

146 

143 

139 

136 

133 

130 

127 

124 

122 

160 

188 

182 

178 

173 

169 

164 

160 

156 

153 

149 

146 

143 

140 

137 

180 

209 

203 

197 

192 

187 

182 

178 

174 

170 

166 

162 

159 

155 

152 

SOO 

230 

223 

217 

211 

206 

201 

196 

191 

187 

183 

179 

176 

171 

167 

SSO 

250 

243 

237 

230 

225 

219 

214 

209 

204 

199 

195 

190 

186 

183 

S40 

271 

263 

256 

250 

243 

237 

231 

226 

221 

216 

211 

206 

207 

198 

SOO 

292 

284 

276 

269 

262 

255 

249 

243 

238 

232 

227 

222 

218 

213 

SOO 

313 

305 

296 

288 

281 

274 

267 

261 

255 

249 

243 

238 

233 

228 

SOO 

334 

325 

316 

307 

300 

292 

285 

278 

272 

265 

260 

254 

249 

243 

SSO 

355 

345 

336 

326 

318 

310 

303 

295 

289 

282 

276 

270 

264 

258 

840 

376 

365 

355 

346 

337 

329 

321 

313 

306 

299 

292 

286 

280 

274 

860 

396 

385 

375 

365 

356 

347 

339 

330 

322 

315 

308 

302 

296 

289 

880 

418 

406 

395 

384 

375 

305 

356 

348 

340 

332 

325 

817 

311 

304 

400 

438 

426 

415 

403 

393 

383 

374 

365 

357 

348 

341 

333 

326 

320 

4S0 

459 

446 

434 

423 

412 

402 

392 

382 

374 

365 

357 

349 

342 

335 

440 

480 

467 

454 

442 

431 

420 

410 

400 

391 

382 

373 

365 

358 

350 

460 

501 

487 

474 

461 

449 

438 

428 

417 

407 

398 

389 

381 

373 

365 

480 

522 

507 

493 

481 

468 

457 

445 

435 

425 

415 

406 

397 

388 

380 

600 

542 

527 

513 

499 

487 

475 

463 

452 

442 

431 

422 

412 

404 

395 

6S0 

564 

547 

533 

519 

505 

493 

481 

469 

458 

448 

438 

429 

420 

411 

640 

584 

568 

552 

538 

524 

511 

498 

487 

475 

465 

454 

445 

435 

426 

660 

605 

588 

572 

557 

543 

529 

516 

504 

493 

481 

471 

460 

451 

442 

680 

626 

608 

592 

576 

562 

548 

534 

522 

510 

497 

487 

476 

466 

456 

600 

648 

629 

612 

596 

581 

566 

552 

549 

526 

514 

503 

492 

482 

472 

6S0 

668 

649 

632 

615 

599 

584 

570 

556 

544 

531 

519 

508 

498 

487 

640 

688 

669 

652 

634 

618 

603 

588 

574 

560 

548 

536 

524 

512 

502 

660 

710 

690 

671 

654 

637 

621 

606 

592 

578 

564 

552 

540 

528 

517 

680 

730 

710 

690 

672 

655 

639 

624 

609 

594 

581 

568 

556 

544 

533 

700 

752 

730 

710 

692 

674 

657 

641 

636 

611 

598 

584 

571 

559 

548 

7S0 

772 

750 

730 

710 

693 

675 

659 

644 

628 

614 

600 

588 

575 

563 

740 

793 

771 

750 

730 

711 

694 

677 

660 

645 

631 

616 

603 

590 

578 

760 

814 

791 

769 

750 

730 

712 

694 

678 

652 

647 

633 

619 

606 

593 

780 

845 

812 

790 

769 

748 

730 

712 

695 

679 

664 

649 

635 

622 

609 

800 

855 

832 

809 

788 

768 

749 

730 

713 

696 

681 

665 

651 

636 

624 

880 

876 

852 

829 

807 

786 

767 

748 

730 

713 

697 

682 

667 

652 

639 

840 

896 

872 

849 

826 

805 

785 

766 

747 

730 

714 

698 

683 

668 

654 

860 

918 

882 

867 

846 

824 

803 

784 

765 

747 

730 

714 

698 

684 

669 

880 

938 

913 

887 

865 

842 

821 

801 

782 

764 

747 

730 

714 

699 

685 

900 

960 

933 

907 

884 

862 

840 

820 

800 

781 

764 

748 

730 

714 

700 

9S0 

981 

953 

928 

904 

880 

858 

837 

817 

798 

780 

762 

746 

730 

715 

940 

100 

974 

947 

922 

898 

877 

855 

834 

815 

796 

779 

762 

745 

730 

960 

102 

994 

967 

942 

928 

895 

873 

852 

832 

814 

795 

778 

761 

745 

980 

104 

101 

988 

961 

936 

914 

891 

870 

850 

830 

812 

794 

777 

760 

1000 


-Keceivables- 





-Keceivables- 
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Table fob Deteemininq Avebaob Collection Period.— {Continued) 

--Annual Net Credit Sales- 



490 

000 

010 

020 

080 

040 

000 

060 

070 

080 

090 

600 

610 

loa 

760 

745 

730 

718 

703 

690 

677 

665 

654 

642 

631 

621 

610 

104 

775 

760 

744 

731 

716 

703 

691 

678 

668 

655 

644 

633 

622 

106 

790 

774 

759 

745 

730 

717 

704 

692 

679 

667 

656 

645 

635 

108 

805 

789 

774 

758 

744 

730 

717 

702 

692 

680 

668 

658 

646 

110 

820 

804 

788 

772 

758 

744 

730 

717 

705 

692 

681 

670 

658 

112 

834 

818 


786 

772 

757 

744 

730 

717 

705 

693 

682 

670 

114 

■:Wil 

833 

816 

801 

785 

771 

757 

743 

730 

718 

706 

694 

682 

116 

864 

848 

mmm 

815 

799 

784 

770 

756 

743 

730 

718 

705 

694 

118 

880 

852 

845 

829 

814 


784 

770 

756 

744 

731 

718 


120 

894 

877 


843 

827 

812 

797 

783 

769 

755 

743 

731 

719 

140 

104 

102 

itissi 

983 

965 

946 

929 

913 

897 

882 

wauM 

852 

838 

160 

119 

117 

115 

112 

mUm 

108 

106 

104 

102 

mh\m 

990 

974 

957 

180 

134 

131 

129 

126 

124 

122 


117 

115 

113 

111 

110 

108 

200 

149 

146 

143 

■COM 

138 

135 

133 

130 

128 

126 

124 

122 

120 

220 

164 

161 

158 

155 

152 

149 

146 

143 

141 

138 

136 

134 

132 

240 

179 

175 

172 

169 

165 

162 


157 

154 

151 

149 

146 

143 

260 

194 

190 

186 

182 

179 

176 

173 

170 

164 

163 

■MB 

158 

155 

280 

209 

204 

200 

196 

193 

189 

186 

182 

179 

176 

173 

170 

168 

300 

224 

219 

215 

211 

207 

203 

200 

196 

193 

189 

186 

183 

170 

320 

238 

234 

230 

225 

221 

216 

213 

209 

205 

201 

198 

195 


340 

253 

248 

243 

239 

234 

1^91 

225 

221 

218 

214 

210 

207 


360 

269 

263 

258 

252 

247 

243 

239 

235 

231 

227 

223 

219 

216 

380 

284 

278 

273 

267 

262 

257 

253 

248 

243 

239 

234 

231 

228 

400 

298 

292 

287 

281 

276 

270 

260 

261 

256 

252 

248 

243 

239 

420 

314 

307 

301 

295 


284 

279 

274 

270 

265 

260 

255 

251 

440 

328 

321 

315 

309 

304 

298 

293 

287 

282 

277 

273 

268 

264 

460 

343 

336 

330 

323 

317 

311 

306 

300 

295 

290 

285 

280 

275 

480 

358 

350 

343 

337 

331 

324 

319 

313 

308 

302 

297 

292 

287 

600 

372 

365 

358 

351 

345 

338 

332 

326 

321 

315 

310 

304 

300 

020 

387 

380 

372 

365 

359 

352 

346 

339 

333 

327 

322 

317 

312 

640 

402 

395 

387 

379 

372 

365 

359 

352 

346 

340 

335 

329 

324 

060 

417 

409 

401 

393 

386 

379 

372 

365 

359 

352 

347 

341 

336 

680 

432 

423 

415 

307 

400 

392 

385 

378 

372 

365 

359 

353 

348 

600 

447 

438 

429 

421 

413 

405 

398 

391 

384 

377 

371 

365 

359 

620 

462 

453 

444 

436 

427 

420 

412 

405 

397 

391 

384 

377 

371 

640 

477 

468 

458 

449 

441 

433 

425 

417 

410 

403 

396 

390 

383 

660 

492 

482 

472 

463 

454 

446 

438 

430 

423 

415 

408 

402 

395 

680 

507 

496 

487 

478 

468 

460 

452 

444 

436 

428 

421 

414 

407 

700 

522 

511 

501 

492 

483 

473 

465 

456 

448 

441 

433 

426 

419 

720 

536 

526 

515 

506 

496 

487 

478 

470 

461 

453 

446 

438 

431 

740 

552 

541 

530 

520 

510 

500 

491 

483 

474 

466 

458 

451 

443 

760 

566 

555 

544 

533 

523 

514 

504 

495 

487 

478 

470 

463 

455 

780 

581 

570 

558 

548 

537 

527 

518 

508 

500 

491 

483 

475 

467 

800 

596 

584 

573 

562 

551 

541 

531 

522 

512 

503 

495 

487 

479 

820 

611 

598 

587 

576 

565 

544 

554 

535 

526 

516 

507 

599 

491 

840 

626 

613 

601 

590 

578 

568 

557 

547 

538 

529 

519 

511 

502 

860 

641 

628 

616 

604 

592 

582 

581 

561 

551 

542 

532 

524 

515 

880 

655 

643 

630 

618 

606 

595 

584 

574 

563 

554 

545 

536 

527 

900 

671 

657 

644 

631 

620 

608 

597 

586 

576 

566 

557 

548 

53d 

920 

685 

671 

659 

646 

634 

622 

610 

600 

589 

579 

569 

560 

550 

940 

700 

686 

673 

660 

648 

636 

624 

613 

602 

592 

582 

572 

563 

960 

715 

701 

687 

674 

661 

649 

638 

626 

615 

604 

594 

584 

575 

980 

730 

715 

701 

688 

675 

663 

650 

639 

628 

617 

606 

596 

586 

1000 

745 

730 

716 

702 

689 

676 

664 

652 

640 

629 

619 

608 

598 
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[Schedule 89.— {Coni.)] 

•Annual Net Credit Sales- . — . • . — » 
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INTERNAL ANALYSES OF BALANCE SHEETS 


Tabud fob Detbbmining Avbbage Collection Period.— (Continued) 
- ---Annual Net Credit Sales . 



700 

760 

770 

780 

780 

600 

810 

880 

880 

840 

880 

860 

870 

loa 

497 

490 

484 

478 

472 

466 

460 

454 

449 

444 

438 

433 

428 

104 

506 

500 

493 

487 

481 

475 

469 

463 

458 

452 

447 

442 

437 

106 

516 

509 

503 

497 

490 

484 

478 

472 

467 

462 

455 

450 

445 

108 

526 

519 

512 

506 

499 

493 

487 

481 

475 

470 

464 

459 

453 

110 

536 

529 

522 

515 

509 

502 

496 

490 

484 

478 

473 

467 

462 

118 

546 

538 

531 

524 

517 

511 

505 

498 

492 

486 

482 

475 

470 

114 

555 

548 

541 

534 

527 

520 

514 

508 

502 

496 

490 

494 

478 

116 

565 

557 

550 

543 

536 

530 

523 

517 

510 

504 

498 

493 

487 

118 

575 

567 

560 

552 

546 

539 

532 

526 

520 

513 

507 

501 

495 

180 

584 

577 

570 

562 

555 

548 

541 

535 

528 

522 

516 

510 

504 

140 

682 

673 

664 

655 

647 

639 

632 

624 

616 

609 

602 

594 

588 

160 

779 

768 

759 

749 

740 

731 

721 

713 

704 

695 

688 

679 

672 

180 

877 

865 

854 

843 

832 

822 

812 

802 

792 

783 

773 

764 

756 

800 

974 

961 

949 

937 

924 

913 

902 

891 

880 

870 

859 

849 

839 

880 

107 

106 

104 

103 

102 

100 

992 

979 

968 

956 

945 

934 

923 

840 

117 

115 

114 

112 

111 

110 

109 

107 

106 

104 

103 

102 

101 

860 

127 

125 

124 

122 

121 

119 

118 

116 

115 

113 

112 

110 

109 

880 

136 

134 

133 

131 

130 

128 

127 

125 

124 

122 

121 

119 

118 

800 

146 

144 

142 

140 

139 

137 

136 

134 

132 

130 

129 

127 

126 

880 

156 

154 

152 

150 

148 

146 

144 

142 

141 

139 

138 

136 

135 

840 

166 

163 

161 

159 

157 

155 

153 

151 

150 

148 

146 

144 

142 

860 

176 

173 

171 

168 

166 

164 

162 

160 

158 

156 

155 

153 

151 

880 

185 

182 

180 

178 

176 

173 

171 

169 

167 

165 

163 

161 

160 

400 

195 

192 

190 

187 

185 

183 

181 

178 

176 

174 

172 

170 

168 

480 

204 

202 

199 

196 

194 

192 

190 

187 

185 

183 

181 

178 

176 

1 440 

214 

211 

209 

206 

203 

201 

199 

196 

194 

191 

189 

187 

185 

i 460 

224 

221 

218 

215 

213 

210 

208 

205 

203 

200 

198 

195 

193 

S 480 

234 

230 

228 

225 

222 

219 

217 

214 

211 

208 

206 

204 

202 

g 600 

244 

240 

237 

234 

231 

228 

225 

223 

220 

217 

215 

212 

210 

H 680 

253 

250 

247 

243 

240 

237 

234 

231 

229 

226 

223 

221 

219 

040 

264 

260 

257 

253 

250 

247 

244 

240 

238 

235 

232 

229 

227 

060 

273 

269 

265 

262 

259 

255 

252 

249 

246 

243 

241 

238 

235 

080 

282 

278 

275 

271 

268 

265 

2()2 

258 

256 

252 

249 

246 

243 

600 

292 

288 

285 

281 

278 

274 

271 

268 

265 

261 

258 

255 

252 

680 

302 

298 

294 

290 

287 

283 

280 

276 

273 

270 

267 

263 

260 

640 

312 

307 

303 

299 

296 

292 

289 

285 

282 

278 

275 

272 

269 

660 

322 

317 

313 

309 

305 

301 

298 

294 

291 

287 

284 

280 

277 

680 

331 

327 

323 

318 

314 

310 

307 

303 

300 

296 

293 

289 

286 

700 

342 

337 

333 

328 

324 

320 

316 

312 

308 

304 

301 

298 

295 

780 

351 

346 

342 

337 

333 

329 

325 

320 

317 

313 

310 

306 

303 

740 

360 

355 

351 

346 

342 

338 

334 

330 

326 

322 

318 

314 

311 

760 

370 

365 

360 

356 

351 

347 

343 

338 

334 

330 

326 

323 

319 

780 

380 

375 

370 

365 

361 

356 

352 

347 

343 

339 

335 

331 

327 

800 

390 

384 

379 

374 

370 

365 

361 

357 

352 

348 

343 

340 

336 

830 

399 

394 

389 

384 

379 

374 

370 

365 

361 

357 

352 

348 

344 

840 

409 

403 

398 

393 

388 

383 

378 

374 

370 

365 

361 

357 

352 

860 

419 

413 

408 

403 

398 

392 

388 

383 

378 

374 

370 

365 

361 

880 

428 

423 

417 

412 

407 

402 

396 

392 

387 

382 

378 

373 

369 

900 

438 

432 

427 

421 

416 

411 

406 

400 

396 

392 

387 

382 

378 

980 

448 

442 

436 

431 

425 

420 

415 

410 

405 

400 

395 

390 

386 

940 

457 

452 

446 

440 

434 

429 

423 

418 

413 

408 

404 

399 

394 

960 

467 

461 

455 

449 

444 

438 

433 

427 

423 

417 

412 

407 

403 

980 

477 

471 

465 

458 

553 

447 

442 

436 

431 

426 

421 

416 

411 

1000 

487 

481 

474 

468 

462 

457 

451 

445 

440 

435 

429 

424 

420 



AVERAGE COLLECTION PERIOD 


365 


[Schedule 89.—^Oonl.)] 

-Annual Net Credit Salee- 


880 

890 

900 

910 

990 

980 

940 

980 

960 

970 

980 

990 

1000 



423 

419 

414 

410 

405 

401 

396 

392 

388 

384 

380 

376 

372 

102 


432 

427 

422 

417 

413 

408 

404 

400 

396 

392 

388 

384 

380 

104 


440 

435 

430 

426 

421 

416 

412 

407 

403 

399 

395 

391 

387 

106 


448 

443 

438 

434 

428 

424 

420 

415 

411 

407 

402 

399 

394 

108 


456 

452 

447 

442 

437 

432 

427 

423 

418 

414 

410 

406 

402 

no 


465 

459 

455 

449 

444 

440 

435 

430 

426 

421 

417 

413 

409 

118 


473 

467 


458 

453 

448 

443 

438 

434 

429 

425 

420 

416 

114 


482 

476 

471 

466 

461 

455 

451 

446 

441 

437 

432 

428 

424 

116 


490 

484 

479 

474 

469 

464 

459 

454 

449 

445 

440 

435 

431 

118 


498 

493 

487 

482 

477 

472 

467 

461 

457 

452 

447 

443 

438 

180 


581 

575 

568 

562 

555 

550 

544 

538 

532 

527 

522 

516 

511 

140 


664 

656 

649 

642 

635 

628 

622 

615 

608 

602 

596 

590 

584 

160 


747 

739 

730 

722 

715 

707 

700 

692 

685 

678 

671 

664 

657 

180 


830 

821 

812 

802 

794 

785 

777 

769 

761 

753 

745 

738 

730 

200 


913 

903 

893 

883 

874 

864 

855 

845 

837 

828 

820 

811 

803 

820 


995 

985 

974 

964 

953 

943 

932 

923 

913 

904 

894 

885 

877 

240 


108 

107 

105 

104 

103 

102 

101 

100 

989 

989 

969 

959 

949 

260 


116 

116 

114 

113 

111 

no 

109 

108 

106 

105 

104 

103 

102 

280 


125 

124 

122 

121 

119 

118 

117 

116 

115 

114 

112 

111 

no 

300 


133 

132 

130 

129 

127 

126 

124 

123 

122 

121 

119 

118 

117 

320 


141 

140 

138 

137 

135 

134 

132 

131 

129 

128 

127 

126 

124 

340 


149 

148 

146 

145 

143 

142 

140 

139 

137 

136 

134 

133 

131 

360 


158 

156 

154 

153 

151 

150 

148 

146 

144 

143 

142 

141 

139 

380 


166 

164 

162 

161 

159 

157 

155 

154 

152 

151 

149 

148 

146 

400 


174 

172 

170 

169 

167 

165 

163 

162 

160 

159 

157 

156 

154 

420 


183 

181 

179 

177 

175 

173 

170 

169 

167 

166 

164 

163 

161 

440 

fa 

2 

191 

189 

187 

185 

183 

181 

179 

177 

175 

174 

172 

170 

168 

460 

n 

2. 

199 

197 

195 

193 

190 

188 

186 

184 

182 

181 

179 

177 

175 

480 


207 

205 

203 

201 

198 

196 

194 

192 

190 

188 

186 

184 

182 

600 

cr 

216 

214 

211 

209 

206 

205 

203 

201 

198 

196 

194 

192 

190 

520 

if 

224 

222 

219 

217 

214 

212 

210 

208 

205 

203 

201 

199 

197 

540 


232 

230 

227 

225 

222 

220 

218 

216 

213 

211 

209 

207 

204 

560 


240 

238 

235 

233 

230 

228 

225 

223 

220 

218 

216 

214 

212 

580 


249 

247 

244 

241 

238 

236 

233 

231 

228 

226 

224 

222 

219 

600 


257 

254 

251 

249 

246 

244 

241 

239 

236 

234 

231 

229 

226 

680 


266 

263 

260 

257 

254 

252 

249 

246 

243 

241 

238 

236 

234 

640 


274 

271 

268 

265 

262 

259 

256 

253 

251 

249 

246 

244 

241 

660 


282 

279 

276 

273 

270 

267 

264 

262 

259 

256 

253 

251 

248 

680 


291 

288 

284 

281 

278 

275 

272 

270 

267 

264 

261 

259 

256 

700 


299 

296 

292 

289 

286 

283 

280 

277 

274 

271 

268 

266 

263 

720 


307 

304 

300 

297 

294 

291 

288 

286 

282 

279 

276 

273 

270 

740 


315 

312 

308 

305 

302 

298 

295 

292 

289 

286 

283 

280 

277 

760 


323 

320 

316 

313 

310 

306 

303 

300 

296 

294 

290 

288 

285 

780 


332 

328 

325 

321 

318 

314 

311 

307 

304 

301 

298 

295 

292 

800 


340 

336 

333 

329 

326 

322 

318 

315 

312 

309 

305 

302 

299 

880 


348 

345 

341 

337 

333 

330 

326 

323 

320 

316 

313 

310 

307 

840 


357 

353 

349 

345 

341 

338 

334 

331 

327 

324 

320 

317 

314 

860 


365 

361 

357 

353 

349 

345 

342 

338 

335 

331 

328 

325 

321 

880 


373 

369 

365 

361 

357 

353 

350 

346 

342 

339 

335 

332 

329 

800 


381 

377 

373 

369 

365 

361 

357 

354 

350 

346 

343 

339 

336 

920 


390 

386 

382 

377 

373 

369 

365 

361 

357 

354 

350 

347 

343 

940 


398 

394 

389 

385 

381 

377 

372 

368 

365 

361 

357 

353 

350 

960 


407 

402 

398 

393 

389 

385 

381 

377 

373 

369 

365 

362 

357 

980 


415 

410 

406 

401 

397 

392 

388 

384 

381 

377 

373 

369 

365 

1000 
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used* As in the preceding case, net credit sales per day are determined 
by dividing the charged sales by 365 days, which gives a figure of $9,803. 
This figure is then divided into the accounts receivable of $340,000 t(j 
arrive at the average collection period of 34.5 days. 

This process again is simplified by using the accompanying tabic. 
The first three digits of the charged sales annual volume, namely, 360, 
are located in the top line of Schedule 39 on page 361, and the first three 
digits of the receivables, namely, 340, are found in the vertical column at 
the right side of the page. The two projected lines cross at 34.5, which is 
the average collection period. 

Illustration 3 

Probably the most complicated situation in which to determine an aver¬ 
age collection period is in the case of a business enterprise, such as a 
furniture store, that sells merchandise on three different terms of sale 
at the same time, for cash, on charge accounts payable on the first of the 
following month, and on installment terms payable monthly over a 
period of 1 to 3 years. In such a situation, the net sales must be broken 
down into the volume handled (1) for cash, (2) on an open-account charge 
basis, and (3) on installment terms; and the receivables must be broken 
down into those representing (4) sales on an open-account charge basis 
and (5) sales on an installment basis. 

Here, for example, is a retailer of furniture that transacted an annual 
volume of net sales of $640,000. The last fiscal balance sheet showed 
accounts receivable of $18,046, installments receivable of $220,780, and a 
contingent liability of $100,000 for installment accounts discounted at a 
local banking institution. In the thorough investigation and study of 
such an enterprise it is necessary to obtain a breakdown of the annual 
net sales into the three categories described in the preceding paragraph. 
Upon request, the treasurer of the corporation furnished the following 
segregation of the annual volume of business: 


Net Sales for Cash. $ 90,000 

Net Sales on Open Account. 160,000 

Net Installment Sales on Average Terms of 18 Months, Pay¬ 
able Monthly. 390,000 

Annual Net Sales. $640,000 


The determination of a single average collection period based upon 
net credit sales would be absolutely useless in the study of the receivables 
of this enterprise. A concern that sold 20 per cent of its annual net 
credit sales on open-account terms and 80 per cent on installment terms 
would naturally have a radically different average collection period, if 
only one collection period were determined, than a concern that sold 40 
per cent of its annual net credit sales on open-account terms and 60 per 
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cent on installment terms. Moreover, an average collection period would 
be radically different even if the percentage of sales on these two bases 
were the same, but in one case the installment smiles were made principally 
on terms of 18 equal monthly payments, and in the second case on terms 
of 24 equal monthly payments. 

So we come to a situation where two average collection periods must 
be determined, (1) on the relationship between the annual net credit sales 
made on end-of-the-month terms and the specific accounts receivable out¬ 
standing on the fiscal date from these particular sales, and (2) on the rela¬ 
tionship between the annual net installment sales and the installments 
receivable outstanding on the fiscal date plus the amount of installments 
receivable discounted. Cash sales do not enter into the computation. 

On the basis of the volume of net credit sales made on end-of-the- 
month terms amounting to $160,000, and the accounts receivable out¬ 
standing of $18,046 on these sales, the average collection period is 41 days, 
determined as in the two preceding illustrations. 

When we come to the determination of the average collection period 
on the installment accounts, the first step is to deduct the aggregate of 
down payments received during the year on the volume of the install¬ 
ment sales. If the typical terms of sale are 10 per cent down and the 
remainder payable in 18 equal monthly installments, we must first deduct 
$39,000 from the annual installment sales of $390,000, to arrive at a 
figure of $351,000 which we might term net credit installment sales. This 
figure is now used along with the installments receivable of $220,780 plus 
the discounted installments receivable of $100,000, or a total of $320,780, 
to obtain an average collection period of 333 days, or 11 months. 

The average collection period on installment sales should be only 
slightly greater than one-half the terms of installment sales as, on the 
average, approximately one-half the installment accounts should always 
have been collected. So here the average collection period of 11 months 
is compared not with the selling terms of 18 months but with one-half 
those terms, or 9 months. 

USE OF COLLECTION TABLE 

Instead of carrying out the mathematical calculations used in these 
illustrations by longhand, by cancellation, or by means of a slide rule, 
the collection period may be found by ready reference to Schedule 39. 
Like all computations with tables of this nature, the place where the 
decimal point is to be inserted must be determined mentally. In the 
first illustration the answer, as far as the table is concerned, might have 
been 341 days, 34.1 days, or 3.41 days. Actually, however, a quick 
glance at the figures representing the net sales and the receivables would 
show that 34.1 days was the answer. 
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Also, where the exact figure in the formula cannot be located on the 
table, such as sales of $55,000, interpolation must be used to place the 
collection period for that figure halfway between the collection period 
found for the particular amount of receivables under the two sales figures 
of 550 and 560. Three cautions must be kept constantly in mind in 
determining an average collection period under any method. These are: 

1. Discounted notes or discounted installments receivable which create con¬ 
tingent liabilities must always be added to the total of accounts and notes receiv¬ 
able or installments receivable, as the case may be, to obtain the figure of total 
outstanding receivables which must be used in the computation. 

2. As already emphasized, cash sales must always be deducted from the total 
annual net sales of a retail store to obtain the figure of annual net credit sales on 
the basis of which the average collection period must be determined. 

3. If a retail store transacts a substantial volume of business on an installment 
basis, the annual net sales must be separated into the volume of business trans¬ 
acted on (a) cash terms, (6) regular open-account credit terms, and (c) installment 
terms; and the receivables carried in the balance sheet separated into (d) sales 
made on regular open-account terms, and (e) installment terms. Then separate 
average collection periods must be computed upon the net credit sales on open- 
account terms, and upon the net installment sales after the deduction of the 
aggregate of all down payments. The results, that is, the average collection 
periods, must then be compared with the net selling terms used on open-account 
sales, and one-half the net selling terms used on installment sales. 

ILLUSTRATIONS OF RELATIONSHIPS 

From the earliest colonial days until the beginning of the nineteenth 
century it was customary to charge more for merchandise sold on credit 
terms than for cash. In fact, during the colonial period, selling prices 
often depended upon the length of terms requested by the buyer. ^ 

Among the failures that received wide publicity in New York City 
during the panic of 1837 was that of the well-known business of Arthur 
Tappan & Co., w^holesale and retail dealers in dry goods, largely imported 
from France and from India. Walter Barrett in one of his volumes 
succinctly described this concern as ‘‘doing the largest silk business in the 
City ... in 1826. It was a better class store than any of its neighbors, 
being built of granite.Liabilities at the time of the failure amounted 
to what was then, and still is, the very impressive sum of $1,000,000. 
The obligations comprising this debt were renewed by notes falling due in 
6, 12, and 18 months, and were promptly met and paid as they fell due. 
When this energetic Yankee merchant had opened this business in New 

^ Foulke, Roy A., T?ie Sinews of American Commerce, pp. 69-70 (Dun & Brad- 
street, Inc., New York, 1941). 

* Babbett, Walteb, Ths Old Merchant of New York City, Vol. I, p. 229 (Worthing¬ 
ton Co., New York, 1886L 
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York City, he had, contrary to all established business practices, decided 
to sell merchandise only for cash, ‘‘or short notes, as they were called, 
payable, with interest, at some bank,'’ and at one price. As his business 
expanded Tappan continued to sell at one price but he gradually departed 
from cash terms as more and more sales were made on credit. Here was 
a radical departure of the day; whether a customer purchased mer¬ 
chandise from Arthur Tappan & Co. for cash or on 6 months' terms, he 
obtained the same price.* 

Gouge explained the custom of the day in 1833, “Whoever sells on 
trust, puts on his goods an additional price, equivalent to the interest 
for the time to which payment is deferred. Sellers may persuade pur¬ 
chasers to the contrary, and, in some cases, capital may be so plentiful 
that the amount of interest on a small sum, for a short period, may be 
scarcely appreciable. In other cases, the increase of price is greater than 
the amount of interest; as with fasliionablc tailors and shoemakers, who 
are forced to charge insurance on each item, and make the honest pay 
for themselves and the dishonest also."^ 

With the exception of installment sales, where a finance and interest 
charge is added today, and the customary exception where anticipation 
is allowed by distributors of woolen and worsted piece goods at the rate 
of 6 per cent per annum, business in the United States is transacted quite 
generally in the manner started by Arthur Tappan & Co. The price is 
the same whether payments are made immediately by cash or on open- 
book charge account. 

Wholesaler of Electrical Supplies 

In 1924 the Electrical Supply Wholesale Corp. was organized as a pro¬ 
prietorship to distribute electrical parts and supplies to retail stores, 
industrial concerns, and electrical contractors. In 1933 the business was 
incorporated under the present style, all the common stock except qualify¬ 
ing director shares being owned by the former proprietor. The business 
had been started with a moderate capital of $5,000. From this beginning 
the tangible net worth had grown to $100,306 in year A, all coming from 
retained earnings except the initial $5,000 and an additional $25,000 
which was subsequently paid in. 

Since the incorporation, net profits have been earned yearly with the 
exception of 2 years. The variety of electrical parts and supplies handled 
has kept growth with the expansion in this type of activity. Approxi¬ 
mately 80 per cent of the annual volume of sales during the past 3 yearf 

• Tappan, Lewis, The Life of Arthur Tappan^ pp. 60-61, 73 (Hurd and Houghton, 
New York, 1870). 

* Gouge, William M., A Short History of Paper Money and Banking in the United 
States, p. 22 (T. W. Ustick, Philadelphia, 1833). 
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has been transacted with retail stores and the remaining 20 per cent with 
industrial concerns and contractors. All sales are made on the standard 
terms in this line of business of 2 per cent discount in 10 days, net 30 days. 
Except for a slight increase in sales during the spring months, the volume 


[Schedule 40] Electrical Supply Wholesale Corp. 

Comparative Figures for Years Ended June 30, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

. $ 4,102 

$ 17,287 

$ 12,623 

Notes Receivable. 

. 2,122 

2,080 

5,256 

Accounts Receivable. 

. 95,706 

90,959 

125,050 

Inventory. 

. 58,834 

67,379 

116,589 

Current Assets . 

. $160,764 

$177,705 

$259,518 

Fixed Assets. 

. 6,302 

5,599 

6,616 

Miscellaneous Receivables. 

. 1,905 

1,555 

9,957 

Prepaid Expense. 

. 1,413 

483 

1,332 

Good Will. 

. 12,000 

12,000 

12,000 

Total. 

. $182,384 

$1_97,342 

$289,423 

Liabilities 

Notes Payable to Bank. 

. $ 7,000 

$ 15,000 

$ 23,500 

Accounts Payable. 

. 61,763 

48,884 

107,897 

Accruals. 

. 5,781 

5,442 

4,154 

Due to Officers. 

. 5,644 

18,862 

25,543 

Due to Others. 


6,198 

16,023 

Current Liabilities . 

. $ 80,188 

$ 94,380 

$177,117 

Common Stock. 

. 100,000 

100,000 

100,000 

Surplus. 

. 2,196 

2,956 

12,306 

Total. 

. $182,384 

$J_97,342 

$289^23 

Net Working Capital . 

. $ 80,576 

$ 83,319 

$ 82,401 

Current Ratio . 

. 2.00 

1.88 

1.47 

Tangible Net Worth . 

. $ 90,196 

$ 90,956 

$100,306 

Net Sales. 

. $460,856 

$410,498 

$526,751 

Net Profit. 

. 4,346 

2,760 

13,350 

Dividends. 

. 2,000 

2,000 

4,000 


is quite steady throughout the year. The comparative figures of this 
corporation for the last three fiscal years appear in Schedule 40. The 
tangible net worth for each year represents the sum of the common stock 
and surplus, less the $12,000 carried as good will in each of the balance 
sheets. 
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The comparative figures disclose a drop in net sales from $460,856 to 
$410,498 between year C and year and then an increase to $526,751 or 
27.2 per cent, in year A, Net profits amounjbed to $4,346 in year C, 
dropped to $2,760 in year B, and then expanded on the increased volume 
to $13,350 in year A. Dividends were paid during each year but were 
somewhat less than the net profits. Tangible net worth accordingly 
grew from $90,196 to $100,306 over the 3 years. 

Along with the expansion in tangible net worth came a more rapid 
growth in current liabilities. From $80,188 in year C, the current debt 
increased to $94,386 in year B, and then to $177,117 in year A. The 
current liabilities expanded to carry the larger current assets which 
developed from $160,764 in year C to $259,518 in year A . Between these 
2 years all the items in the current assets increased. The two items 
which are of particular interest in this chapter are the notes receivable 
and the accounts receivable. The fluctuation in these two items will 
readily be seen in the following table: 


Notes Receivable. 

Accounts Receivable. 

Total Receivabl(5S. 

Year C 

. $ 2,122 

. 95,706 

. $ 97,828 

Year R 
$ 2,080 
90,959 
$ 93,039 

Year A 
$ 5,256 
125,050 
$130,306 

Net Sales. 

. 460,856 

410,498 

526,751 

Average Collection Period, Days 

77 

83 

90 


As the net sales decreased between year C and year B, the total of 
notes and accounts receivable dropped from $97,828 to $93,039. As the 
net sales expanded to $526,751 in year A, the total of notes and accounts 
receivable increased from $93,039 to $130,306. The fluctuating trend 
of outstanding receivables would naturally be expected to follow the 
trend in the volume of net sales, but when an analysis is made, it is 
evident that the trend of the receivables was a modified trend and that 
the receivables were noticeably heavy. 

On the basis of the yearly net sales of $460,856, the total of notes and 
accounts receivable of $97,828 outstanding at the end of year C gave an 
average collection period of 77 days. The decrease in the total receiv¬ 
ables between year C and year B was only 4.9 per cent, while the drop 
in net sales was 10.9 per cent. As a result of this smaller decrease, the 
average collection period of the outstanding receivables increased to 83 
days in year B. This trend continued to a collection period of 90 days in 
year A, In other words, the average collection period went steadily 
upward, indicating that an increasing proportion of the receivables was 
becoming more and more past due. 

Not only had the average collection period been heading in the wrong 
direction but the period of 77 days reflected by the figures for year C 
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was heavy. This is evident as soon as one learned that sales of the Elec¬ 
trical Supply Wholesale Corp. were made entirely on terms of 2 per cent 
discount in 10 days, net 30 days. In theory, the average collection 
period on these terms should be somewhat less than 30 days, depending 
upon the proportion of sales which were paid on discount terms. On the 
general assumption that all payments were being made promptly on net 
terms the average collection period would be exactly 30 days. 

Instead of 30 days, we have 77 days for year C, 83 for year 5, and 
90 for year .1. On this basis at least 61 per cent of the receivables in 
volume were past due in year C, at least 63 per cent in year JS, and at 
least 66 per cent in year A, The receivables were noticeably weak and 
undoubtedly have included over the years an increasing proportion of 
worn-out, useless, and uncollectible accounts. 

Condensed Analysis .—The figures for year C disclosed an apparently 
satisfactory financial condition, with one exception. The current lia¬ 
bilities were in satisfactory proportion with the current assets, the inven¬ 
tory was moderate when compared with both the net sales and the net 
working capital, the fixed assets were relatively nominal, operations were 
profitable, and the current ratio was just two for one. The one exception 
was the total of notes, and accounts receivable which at $97,828 gave 
the average (iollection period of 77 days, as computed above. This 
collection period was more than twice as long as the net selling terms of 
30 days and indicates! that a very substantial proportion of the receiv¬ 
ables was long past due and undoubtedly uncollectible, especially as no 
material increase in sales took place in May and June of year C. In this 
situation, an attempt was made to secure an aging of the receivables 
which would show the exact amount not due, and the amounts past due 
foi- vaiious stipulated periods of time. This information would have 
given an accurate picture of the receivables. The fact that the figures 
were unaudited and that the management refused to make this detailed 
aging availal)le Avould seem to confirm the fact that heavy uncollectible 
accounts were included. 

During year B, the current assets increased as a result of carrying 
larger ensh and a larger inventory. The current liabilities expanded 
from $80,188 to $94,386 and the current ratio dropped. Although the 
inventory went from $58,834 to $67,379 it continued in satisfactory 
propoi’tion. In th(\se figures, the receivables again represented the fly 
in the ointment. With total notes and accounts receivable of $93,039 
and net sales for the year of $410,498, the average collection period went 
up from 77 to 83 days. Apparently the receivables for year B included 
a somewhat higher proportion of uncollectible accounts. 

By the time the figures foi- the end of year A were put together, the 
situation had degenerated (luite considerably. Now we find four loop- 
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holes. The inventory suddenly jumped from $67,379 to $116,589 and 
was at least $40,000 too high. Miscellaneous receivables, which repre¬ 
sented a loan to a vice-president of the business, increased from $1,555 
to $9,957. These funds were needed in the business and the loan should* 
never have been made. The current liabilities at $177,117 were excessive 
compared with (a) the current assets and (b) the tangible net worth. 
To carry the growing current assets, the president had gradually increased 
his loan to the business to $25,543, and $16,023 had been borrowed from 
his brother-in-law. The current ratio was low. Last but not least, 
was the problem of receivables which had persisted over the years and 
now showed an average extended collection period of 90 days. Some¬ 
what over half of the receivables would probably never be collected. 
No aging was available. 

What was needed here was a good public accountant on the books, 
someone who knew receivables and who would charge off or set up 
reserves on all questionable accounts. If half the receivables were 
worthless, that would mean that approximately $70,000 in valueless 
assets were being carried on the books, and instead of $100,306 the 
concern had a tangible net worth of approximately $30,000. If the 
tangible net worth was only in the neighborhood of $30,000 it was hardly 
sufficient to support current liabilities of $177,117 and the corporation 
was in financial trouble whether the management was or was not aware 
of the real facts. 

The only way to work this establishment out of its morass, after 
charging off or setting up reserves against all questionable accounts, 
would be for the president to accept stock for the $25,543 due to him, 
for his brother-in-law to do the same for the $16,023 due to him, for the 
inventory to be liquidated down to a figure between $50,000 and $60,000, 
to collect whatever amount was possible from the vice-president who 
owed $9,957, and for credit to be extended in future operations with 
extreme care. If some such policies were not followed, the concern 
would probably be able to liquidate its affairs and pay creditors close 
to 100 cents on the dollar at this time; continued unsound operations 
for 2 or 3 additional years might well impair the capital, and in such a 
situation the stockholders might be wiped out and creditors would take 
a considerable loss in the final liquidation. 

Wholesaler of Toys 

The business now known as the Wholesale Toy Corporation was organized 
in 1900 as a proprietorship with an initial tangible net worth of $15,000. 
At the end of year A, operations were being conducted on an authorized 
capital of $250,000 five per cent cumulative preferred stock of which 
$210,700 was paid in, and 1,000 shares of common stock, no par, carried 
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at $56,016. The difference between the original tangible net worth 
of $15,000 and the present net investment of $266,715 had come entirely 
from retained earnings. The organizer of the business died shortly after 
the incorporation. The present staff of officers are all experienced men 
in this field who have grown up with the business. 


[Schedtile 41] Wholbsalijj Toy Corporation 

Comparative Figures for Years Ended January 1, 19— 



(C) 

Three Years 
Ago 

{B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 







Cash. 

$ 

19,834 

$ 

25,877 

$ 

24,960 

Notes Receivable. 


5,159 


6,780 


8,816 

Accounts Receivable. 


332,754 


371,020 


401,161 

Inventory. 


67,659 


103,238 


116,056 

Current Assets . 

$ 

425,406 

$ 

506,915 

$ 

550,993 

Fixed Assets. 


13,316 


14,891 


11,343 

Investments. 


7,284 


3,000 


3,000 

Due from Officers. 


6,109 


4,165 


8,918 

Miscellaneous Receivables. 


9,682 


1,850 


5,912 

Deferred Items. 


10,287 


14,645 


10,253 

Cash Value of Life Insurance.... 


22,467 


23,483 


27,609 

Total. 


494,551 

L 

568,949 


618,028 

Liabilities 







Notes Payable to Banks. 

$ 

75,500 

$ 

67,750 

$ 

93,750 

Accounts Payable. 


173,576 


238,143 


241,045 

Accruals. 


4,019 


6,369 


8,446 

Reserves for Taxes. 


3,511 


7,704 


8.072 

Current Liabilities . 


256,606 

r 

319,966 

r 

351,313 

5% Cumulative Preferred Stock 


190,100 


190,100 


210,700 

Common Stock, No Par. 


47,845 


58,883 


56,015 

Total. 

il 

494,551 

L 

568,949 

L 

618,028 

Net Working Capital . 

$ 

168,800 

$ 

186,949 

$ 

199,680 

Current Ratio . 


1.65 


1.58 


1.57 

Tangible Net Worth . 

$ 

237,945 

$ 

248,983 

$ 

266,715 

Net Sales. 

$1 

,385,464 

$1,483,670 

$1,552,517 

Net Profit. 


2,759 


11,038 


28,267 

Dividends. 


None 


None 


10,535 


Activity consists of wholesaling toys, dolls, games, and sporting goods. 
Sales are made primarily to retail toy, department, and sporting goods 
stores throughout the country, on terms of 2 per cent discount in 10 
days, net 30 days. The business is highly seasonal with the peak in 
shipments being reached in September or October. 
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Schedule 41 shows the comparative figures for the last 3 years. 
Operations were conducted profitably over this period. Cash dividends, 
amounting to $10,535, were paid only during year A. During yea^ A, 
however, there was also declared and paid a dividend of $20,600 in 
5 per cent cumulative preferred stock. The tangible net worth expanded 
steadily from $237,945 in year C to $266,715 in year A, and the net 
working capital from $168,800 in year C to $199,680 in year A. In 
addition, a desirable ^'reserve’* was carried among the other assets in 
the form of the cash surrender value of life insurance on the lives of the 
officers. In year A, this item amounted to the appreciable sum of 
$27,609. 

Over the years, the inventory had been brought to a low amount on 
each fiscal date, the fixed assets had been very moderate, the amounts 
due from officers had not been large, and the net sales expanded each 
year. The only two items which appeared heavy were the receivables 
and the current liabilities. If the receivables were extended and included 
a substantial amount of past-due and uncollectible accounts, then the 
current liabilities, as well as appearing heavy, would actually be heavy. 
On the other hand, if the receivables should be in healthy shape, then 
the current liabilities would not be out of line, and along with all the 
other favorable features, the figures would represent an attractive 
financial condition. 

With this obvious fact in mind, let us analyze the accounts and notes 
receivable. The comparative pertinent figures are as follows: 



Year C 

Year B 

Year A 

Notes Receivable. 

.$ 5,159 

$ 6,780 

$ 8,816 

Accounts Receivable. 

. 332,754 

371,020 

401,161 

Total Receivables. 

.$ 337,913 

$ 377,800 

$ 409,977 

Net Sales. 

. 1,385,464 

1,483,670 

1,552,517 

Average Collection Period, 

, in Number of 



Days. 

. 89 

93 

96 

On selling terms of 

2 per cent discount in 10 

days, net 30 days the 


average collection periods, based on the respective annual net sales, were 
89 days, 93 days, and 96 days. Here was a slow but steady increase in 
the average collection period. The probable conclusion would be that 
between one-half and two-thirds of the receivables on the consecutive 
fiscal dates were extended. But in this particular situation, the obvious 
conclusion might possibly be incorrect. 

Notice that the fiscal date of the figures was January 1, namely, 
prior to the receipt of payment for the heavy December sales, and in 
many cases for November sales. In a case like this, either one or both 
of two schedules are desirable. The first schedule would be an aging 
of the receivables on the statement date showing the amount not due, 
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and the amounts 30, 31 to 60, 61 to 90, 91 to 120, and more than 120 
days past due. The second schedule would show the exact amount of 
the receivables collected during the month of January, and, if the auditors 
did not get on the books until March, then the amount of receivables 
in the fiscal balance sheet also collected in the month of February. With 
a highly seasonal business such as a wholesaler of toys, either one or 
both of these schedules would throw additional light on an average 
collection period. 

In this case, we do not have the first schedule, but we do have the 
second schedule. Of the accounts and notes receivable aggregating 
$409,977 at the end of year A , a total of $249,950, or 60.9 per cent, was 
collected during the single month of January. By February 28 an 
additional $133,595 of these particular receivables had been collected, 
leaving only $26,432 outstanding on the books. In the 2 months follow¬ 
ing the statement date 95.5 per cent of the receivables had been collected, 
a splendid record. Similar information available for year C and year B 
showed corresponding collectibility of the receivables in the balance 
sheets of those years. 

The cash realized from these collections in January and February 
following the year A balance sheet was immediately used to reduce the 
current liabilities. The accounts payable of $241,045 shown in the 
balance sheet at the end of year A had been paid in full, and by March 1 
the notes payable of $93,750 had also been retired. From this additional 
information it is clearly evident that the fiscal figures were at a peak, 
but a controlled peak, on the statement date and that affairs were really 
in healthy shape at all times notwithstanding what appeared, at first 
glance, to be heavy collection periods. 

Condensed Analysis .—This analysis indicates that the Wholesale 
Toy Corporation has been a well-managed, aggressive, successful enter¬ 
prise. Not only has progress been made from year to year, but, of 
fully equal importance, the financial condition has been kept uniformly 
in well-balanced condition. 

The one place open for real improvement is in the operating results. 
Over the 3 years net profits fluctuated from $2,759 in year C to $28,267 
in year A. Over these years the net profits averaged $14,021, or 5.59 per 
cent on the average tangible net worth and 0.95 per cent on the average 
yearly net sales. Profit margins of these percentages were low and would 
indicate that a careful analysis of the profit and loss statement was most 
essential. Either the markup on cost of sales had been competitively 
low giving a low gross profit, or some items of expense had been relatively 
heavy, cutting in on a normal percentage of gross profit. The correction 
of either one or both of these situations would increase the net profits to 
a percentage more commensurate with this field of activity. 
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Manufacturers of Plumbers’ Specialties 

In 1912 this enterprise was incorporated with an authorized and paid-in 
capital of $250,000 all common stock as the feoyal Foundry Co., Inc. 
Operations were conducted over the years with widely fluctuating results; 
net profits were earned in some years and losses were assumed in others. 
The net sales, however, expanded quite steadily and the net working- 
capital increased in a satisfactory proportion. Profits were retained 
in the business in certain years, and when more funds were needed than 
the reinvested net profits furnished, additional funds were obtained by 
the sale of stock and first mortgage bonds for cash. 

In 1930 a sharp decline in net sales led into several years of heavy 
losses. By 1938 the shrinkage in the tangible net worth and the burden 
of interest charges on the first mortgage bonds forced the filing of a 
voluntary petition for reorganization under Section 77& of the Bank¬ 
ruptcy Act. The plan for reorganization approved during the follomng 
year provided for a change in style to the Plumbers Specialty Mfg. Corp. 
and for the issuance of new 10-year 5 per cent first mortgage bonds and 
common stock to all creditors. 

Upon reorganization the manufacture of several of the old lines such 
as radiators, boilers, and synthetic marble was discontinued. Operations 
were concentrated on the production of soil pipes and fittings, pressure 
pipes and fittings, steam fittings, and brake shoes. Four plants are now 
operated in different sections of the country and five warehouses are 
maintained in centers to handle distribution. Sales are made to jobbers, 
municipalities, public utility companies, and the plumbing supply trade 
on regular terms of 30 days net. Figures over the past 3 years disclose 
the comparative condition shown in Schedule 42. 

At each successive fiscal year, the current assets increased. Between 
year C and year B, for example, the current assets expanded from 
$1,634,313 to $1,984,581 and from year B to year A from $1,984,581 to 
$2,368,156. As the current assets expanded the current liabilities and 
the total liabilities expanded. From year C to year A, the current 
liabilities went up from $344,833 to $978,846 and the total liabilities 
from $1,343,633 to $1,853,756. 

Net sales likewise increased each year. For year C the net sales 
aggregated $4,060,369, for year B $4,961,842, and for year A $5,234,218. 
As the net sales expanded, the operating results improved. A very 
substantial loss of $351,898 recorded on operations for year C was 
changed to a net profit of $88,102 on operations for year A, 

Net working capital fluctuated over the 3-year period. Between 
year C and year B, the net working capital increased from $1,289,480 to 
$1,483,077 as a result of the net profits retained in the business and the 



378 


INTERNAL ANALYSES OF BALANCE SHEETS 


[Schedule 42] Plumbers Specialty Mfg. Corp. 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 

Ago 

{B) 

Two Years 

Ago 

iA) 

One Year 
Ago 

Assets 




Cash. 

Notes Receivable. 

Accounts Receivable. 

$ 156,245 
21,321 
411,310 
1,045,437 
$1,634,313 

$ 135,133 
60,622 
740,171 
1,048,655 
$1,984,581 

$ 138,967 
62,150 
1,055,226 
1,111,813 
$2,368,156 

Inventory. 

Currents Assets . 

Land. 

Buildings, Net. 

Machinery and Equipment, Net. 

Investments. 

Prepaid Expenses. 

Unamortized Bond Discount. .. . 
Patents. 

402,487 

1,023,350 

1,300,552 

49,302 

56,874 

29,576 

1 

402,487 

1,022,302 

1,298,809 

49,302 

58,281 

2,059 

1 

402,487 

1,032,554 

1,303,305 

36,000 

31,253 

1 

Total. 

$4,496,455 

$4,817,822 

$5,173,756 

Liabilities 




Notes Payable to Banks. 

Notes Payable to Trade. 

$ 150,000 
2,800 
92,256 
99,777 

$ 300,000 

$ 500,000 

Accounts Payable. 

Accruals. 

Reserve for Taxes. 

91,931 

109,573 

200,628 

111,897 

11,021 

155,300 

Mortgage Bonds, Due. 



Current Liabilities . 

$ 344,833 

$ 501,504 

$ 978,846 

5% First Mortgage Bonds. 

Total Liabilities . 

998,800 

$1,343,633 

1,095,800 

$1,597,304 

874,910 

$1,853,756 

5% Cumulative Pref. Stock. 

Common Stock. 

Capital Surplus. 

Earned Surplus. 

Total. 

370,300 

632,793 

2,085,762 

63,967 

$4,496,455 

370,300 

633,348 

2,088,074 

128,796 

$4,817,822 

370,300 

637,683 

2,095,119 

216,898 

#5,173,756 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$1,289,480 

4.74 

$3,123,245 

$1,483,077 

3.96 

$3,218,458 

$1,389,310 

2.42 

$3,319,999 

Net Sales. 

Net Profit. 

Dividends. 

$4,060,369 
{L)S61,898 
None 

$4,961,842 

64,829 

None 

$5,234,218 

88,102 

None 


increase in the outstanding 5 per cent first mortgage bonds of $97,000. 
The net working capital then dropped to $1,389,310 by the end of year A 
as a result primarily of retiring a block of first mortgage bonds materially 
in excess of the retained net profits of $88,102. 
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As the net sales increased, the inventory expanded moderately while 
the receivables expanded very rapidly. This one item appeared to be 
getting somewhat out of line. Let us analyze the receivables and see: 


Year C Year B Year A 

Notes Receivable.$ 21,321 $ 00,622 $ 62,150 

Accounts Receivable. 411,310 740,171 1,055,226 

Total Receivables.$ 432,631 $ 800,793 $1,117,376 

Net Sales. 4,060,369 4,961,842 5,234,218 

Average Collection Period, in Number of 

Days. 39 59 78 


In year C the total of notes and accounts receivable amounted to 
$432,631, in year B to $800,793, and in year A to $1,117,376. The net 
sales expanded at the same time, but at a much slower rate. In other 
words, while the receivables increased 158.3 per cent between year C and 
year A, the net sales expanded only 29 per cent. As a result, the average 
collection period, which was 39 days in year C, became 59 days in year 
J5, and then 78 days in year A, 

In conversation with the treasurer, it was learned that no changes 
had been made in selling terms, and sales had been fairly steady through¬ 
out the year as the result of national distribution. On selling terms of 
net 30 days, the collection period of 39 days for year C allowed a reason¬ 
able leeway and was about normal. But with collection periods of 59 
days for year B and 78 days for year A, the obvious conclusion was that 
an increasing proportion of uncollectible accounts was being carried in 
the receivables without adequate reserves against them. In year A, 
approximately one-half the receivables would appear to be very extended. 
On this basis, the current assets, the net working capital, and the tangible 
net worth, if adjusted, would each show a drop of approximately $558,000, 
or one-half the receivables, and the financial condition instead of being 
fairly satisfactory would certainly be somewhat extended. 

Condensed Analysis .—Like so many larger corporations that go 
through reorganization, the new enterprise started operations with 
disproportionately heavy fixed assets and a substantial funded debt. 
The annual depreciation charges, to the extent that they were on that 
part of the depreciable fixed assets which represented a greater percentage 
of the tangible net worth than the average manufacturer in this line of 
business, plus the interest on the funded debt, represented a competitive 
handicap in expenses. Losses or only nominal net profits were earned 
from the time of the reorganization up to year B, indicating that these 
handicaps had been real and not theoretical. 

These two operating handicaps, together with the rather moderate 
volume of net sales compared to the tangible net worth, were the unfavor¬ 
able features of the financial condition of the Plumbers Specialty Mfg. 
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Corp., until the receivables became heavy in year JB. By the time year 
A had ended, the heavy receivables was the outstanding single unfavor¬ 
able feature which needed immediate correction. If approximately one- 
half the receivables were worthless, which might well be indicated by the 
average collection period of 78 days in year A, then the current assets 
really amounted to $1,809,468 instead of $2,368,156, and the net working 
capital to $830,622 instead of $1,389,310. These adjustments would put 
a radically different complexion on the face of the balance sheet. More¬ 
over, if this were true, instead of net profits being earned in year B and 
year A as the figures showed, actual losses had been assumed for both 
years and the losses had been covered, purposely or inadvertently, by 
carrying an increasing amount of bad debts in the receivables. 

In this situation it would seem that an immediate examination of all 
receivables was in order, that all accounts long past due should be written 
off the books or adequate reserves set up against them. That policy 
would be necessary to obtain a clear picture of the exact financial con¬ 
dition of the corporation. Then it would seem that a revamping of per¬ 
sonnel was needed in the credit department to be assured that thorough 
investigations and analyses of all risks would be made in the future, and 
that a prompt, energetic, collection policy would be immediately insti¬ 
tuted. After these steps had been taken, then the basic management 
policy should be one of earning real profits and keeping those profits in 
the business. A substantial increase in tangible net worth is needed to 
bring the relationship with the fixed assets down to a reasonable pro¬ 
portion. 


TYPICAL AVERAGE COLLECTION PERIODS 

When merchandise is sold, the gross profit is generally taken into the 
profit and loss statement simultaneously. This practice is followed in 
every line of business, with the exception of those concerns that sell 
machinery, equipment, or furniture on the deferred payment plan, maga¬ 
zine publishing houses and service organizations that are paid in advance, 
and that make a practice of setting up all or some portion of the payment 
as unrealized profit or deferred income. Actually the gross profit in 
these situations is not earned unless and until the account is fully and 
finally collected in the case of installment sales, and the service rendered 
in the case of advance payments. ‘‘Distance lends enchantment^^ is no 
adage to describe length of terms of sale. 

It is evident that the average collection period must be compared 
with the net selling terms of a particular business enterprise. Typical 
(median) ratios have, however, been computed for several years for 41 
lines of manufacturing, 21 wholesalers, and 2 retail lines which sell almost 
exclusively on credit terms. These figures, based on operations in each 
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of the 6 years from 1943 through 1947, and the 5-year arithmetical 
average appear in Schedule 43. This schedule, while not directly 
applicable as a standard such as the schedules in other chapters, will 
give an idea of the wide differences in collection periods between different 
lines of commercial and industrial activity. 

Maxim 

The average collection period should be no more than one-third greater 
than the net selling terms of a particular business enterprise that nor¬ 
mally sells its merchandise on open-book account. With selling terms, 
for example, of 2 per cent discount in 10 days, net 30 days, the average 
collection period should not exceed 40 days. With selling terms of 2 per 
cent discount in 10 days, net 60 days, the average collection period should 
not exceed 80 days. 

If the average collection period is more than one-third greater than 
the average net selling terms, then additional information should be 
obtained to ascertain if sales were bulked more than normally during 
the 30 or 60 days preceding the statement date, or an aging^ obtained 
to ascertain exactly what portion of the receivables are past due and 
for how long. If this supplementary information cannot be obtained, 

® In a pamphlet Age Analysis of Charge Accounts, p. 11, Dr. Clyde William Phelps 
(Household Finance Corporation, Chicago, Ill., 1937) gives the following relationship 
between the age of accounts receivable and bad debt losses, for the charge accounts of 
retail establishments selling to the consumer: 


Depreciation, 


Age of Accounts Per Cent 

30 days. 5 

60 days. 7 

90 days. 10 

4 months. 14 

5 months. 19 

6 months. 37 

1 year. 58 

2 years. 74 

3 years. 83 

5 years. 100 


‘‘These figures,” explains Dr. Phelps, *^are not intended to apply to individual 
accounts but to entire classes of accounts according to age. Moreover, since the loss 
from bad debts varies from store to store and from line to line in retail trade, the 
experience of any individual retailer may be much higher or lower than the percentages 
indicated.” There is absolutely no doubt that the longer an account is permitted to 
remain unpaid, whether it is due from another business enterprise or from a consumer 
customer, the greater is the deterioration likely to bo. Unfortunately, however, for 
the particular depreciation percentages that are used in the above schedule, no scien¬ 
tific basis is given. There is no explanation as to whether they are based on a small 
sample of cases in one city, on a sample of many thousands of cases in all parts of the 
United States, on a survey made in one year, or on a running series of surveys over 
several years. 
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[Schedule 43] Average Collection Periods 


Number of Days 


Lines of Business Activity 



Median 



Five- 


1943 

1944 

1945 

1946 

1947 

Average 

Manufacturers 

Airplane Parts and Accessories. 

45 

30 

35 

20 

29 

32 

Automobile Parts and Accessories. 

30 

27 

24 

42 

34 

31 

Bakers. 

19 

12 

12 

20 

22 

17 

Bedsprings and Mattresses. 

30 

26 

28 

21 

33 

28 

Breweries. 

22 

16 

19 

25 

26 

22 

Chemicals, Industrial. 

34 

32 

27 

34 

32 

31 

Cigars. 

37 

26 

18 

17 

27 

25 

Clothing, Children’s Dresses and Wash 
Suits. 

25 

16 

22 

27 

27 

23 

Clothing, Men’s and Boy’s.. 

29 

32 

19 

26 

30 

27 

Coats and Suits, Women’s . 

25 

26 

25 

27 

23 

25 

Confectionery. 

24 

17 

14 

18 

13 

17 

Cotton Cloth Mills. 

26 

24 

22 

31 

29 

26 

Cotton Goods, Converters. 

19 

20 

21 

26 

33 

24 

Curtains, Draperies, and Bedspreads. .. 

21 

16 

20 

39 

31 

25 

Dresses, Rayon, Silk, and Acetate. 

22 

28 

21 

27 

25 

25 

Drugs. 

30 

29 

40 

26 

22 

29 

Electrical Parts and Supplies. 

31 

34 

34 

38 

32 

34 

Foundries. 

33 

27 

30 

37 

30 

31 

Fruits and Vegetables, Canners. 

22 

28 

29 

43 

20 

28 

Fur Garments. 

46 

43 

40 

60 

54 

49 

Furniture. 

27 

25 

20 

28 

33 

27 

Hardware and Tools. 

32 

30 

26 

31 

31 

30 

Hosiery. 

30 

25 

18 

28 

28 

26 

Leather Garments. 

24 

18 

28 

31 

28 

26 

Luggage, T^eather. 

18 

19 

22 

19 

29 

21 

Machinery, Industrial. 

39 

33 

32 

32 

32 

34 

Meats and Provisions, Packers. 

11 

11 

15 

14 

14 

13 

Metal Stampings. 

29 

27 

22 

24 

33 

27 

Outerwear, Knitted. 

22 

32 

24 

29 

32 

28 

Overalls and Work C'lothing. 

25 

21 

17 

24 

42 

26 

Paints, Varnishes, and Lacquers. 

34 

31 

27 

28 

29 

1 30 

Paper. 

28 

28 

26 

34 

28 

29 

Paper Boxes. 

22 

22 

16 

28 

23 

22 

Petroleum, Integrated Operators. 

38 

28 

24 

26 

42 

31 

Printers, Job. 

41 

31 

38 

33 

31 

35 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

25 

18 

25 

30 

27 

25 

Shirts, Underwear, and Pajamas, Men’s 

23 

27 

25 

35 

22 

26 

Shoes, Women’s and Children’s. 

29 

25 

28 

23 

32 

27 

Soft Drinks and Carbonated Water, 
Bottlers. 

14 

16 

14 

33 

29 

21 

Steel, Structural Fabricators (Sell on 
Short Terms). 

35 

30 

24 

34 

37 

32 

Stoves, Ranges, and Ovens. 

43 

25 

29 

25 

31 

31 
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Average Collection Periods. — {Continued) [Schedule 43.— {Cont.)] 





Number of Days 


Lines of Business Activity 



Median 


WM 


1943 

1944 

1945 

1946 

1947 


Wholesalers 







Automobile Parts and Accessories. 

28 

26 

29 

30 

29 

28 

Butter, Eggs, and Cheese. 

18 

18 

13 

17 

19 

17 

Cigars, Cigarettes, and Tobacco. 

16 

14 

10 

15 

14 

14 

Drugs and Drug Sundries. 

28 

24 

25 

28 

24 

26 

Dry Goods. 

25 

21 

20 

21 

26 

23 

Electrical Parts and Supplies. 

30 

31 

34 

31 

34 

32 

Fruits and Produce, Fresh. 

24 

16 

13 

26 

20 

20 

Furnishings, Men’s. 

30 

24 

30 

26 

41 

30 

Gasoline and Lubricating Oil. 

20 

21 

27 

24 

34 

25 

Groceries. 

30 

17 

18 

19 

18 

20 

Hardware. 

28 

25 

25 

28 

27 

27 

Hosiery and Underwear. 

31 

21 

20 

26 

33 

26 

Lumber. 

37 

27 

25 

26 

26 

28 

Meat and Poultry. 

22 

14 

17 

31 

19 

21 

Outerwear, Knitted. 

25 

19 

1 22 

22 

29 

23 

Paints, Varnishes, and Lacquers. 

Paper. 

31 

32 

26 

25 

30 

29 

31 

30 

26 

26 

27 

28 

Plumbing and Heating Supplies. 

Shoes, Men’s and Women’s. 

34 

28 

32 

32 

32 

32 

33 

28 

26 

30 

27 

29 

Wines and Liquors. 

20 

! 23 

26 

27 

29 

25 

Women’s Wear, Coats, Suits, and 


i 





Dresses. 

24 

27 

19 

24 

38 

26 

Retailers 







Furniture, Installment. 

60 

66 

91 

92 

1 78 

77 

Lumber. 

29 

33 

30 

27 

33 

30 


the analyst must assume that the receivables are in an unhealthy state, 
the exact condition depending upon the relationship between the average 
collection period and the net selling terms. If supplementary informa¬ 
tion is obtained that shows a different condition than the results of the 
average collection period, often the discrepancy may be due to the 
bulking of sales immediately preceding the statement date, as described 
in the financial condition of the wholesaler of toys. 

For concerns normally selling on an installment basis, the average 
collection period of the installment accounts, based on the net sales 
after deducting the aggregate down payments, should be no more than 
one-third greater than one-half the average selling terms. If the average 
selling terms are 18 equal monthly installments, for example, one-half 
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those terms would be 9 months, and one-third increase would give a 
standard of 12 months. 

The maxims described in the immediately preceding paragraphs allow 
leeway for a normal volume of slow but generally good accounts. 

THEORY AND PROBLEMS 

1. In analyzing the condition of receivables, why should the average collection period 
be compared with net terms of sale? 

2. State and explain the formula for the computation of the average collection period. 

3. Assume that the net sales of a particular department store are made partly for 
cash, partly on charge accounts payable on the tenth of the following month, and 
partly on installment terms. Explain what computations you would need to make 
in studying the condition of the receivables by obtaining average collection periods. 

4. Should discounted notes receivable or discounted installment notes be added to 
the receivables prior to the computation of an average collection period? Explain. 

5. What significance is attached to the following changes in receivables between two 
fiscal balance sheet dates: 

Two Years One Year 
Ago Ago 

Accounts Receivable. $265,000 $135,000 

Notes Receivable. 105,000 285,000 

6. Describe a situation in which the average collection period might give a misleading 
idea that a substantial portion of the receivables is past due. 

7. A manufacturer of stoves, ranges, and parts sells to retail hardware and retail 
furniture stores on terms of 2 per cent discount in 30 days, 60 days net. The accounts 
receivable and notes receivable as of the fiscal date for each of the past 3 years and the 
net sales for these years are as follows: 

Three Years Two Years One Year 


Ago Ago Ago 

Accounts Receivable. $ 27,421 $ 16,966 $ 42,791 

Notes Receivable. 2,106 1,843 4,621 

Net Sales. $134,233 $168,696 $221,563 


Determine the average collection period for each of the 3 years and then give your 
interpretation of those figures and of the trend. 

8 . Northern Chemicals, Inc., is engaged in manufacturing an extensive line of heavy 
chemicals. Net sales for the last fiscal year totaled $39,621,730 on terms of 1 per cent 
discount in 10 days, net 30 days. Post the fiscal balance sheet, as shown on page 385, 
on a columnar sheet of paper, then make the following computations: (a) net working 
capital, (b) tangible net worth, (c) current ratio, (d) ratio of current liabilities to 
tangible net worth, (e) ratio of fixed assets to tangible not worth, (/) ratio of net sales 
to inventory, (g) ratio of inventory to net working capital, and {h) the average collec¬ 
tion period. Interpret each of the ratios. 

9. State a maxim to keep in mind when analyzing the average collection period. 

10. If the average collection period is heavy, and it is possible to obtain additional 
information from the management, for what information would you ask to supplement 
the average collection period? 
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Northern Chemicals, Inc. 

Balance Sheet, December 31, 19— 

Assets 

Current Assets 

Cash. $ 5,229,119 

United States Treasury notes—at approximate market 

value. 1,005,177 

Receivables, less reserves. 3,913,992 

Inventories—at the lower of cost or market. 9,171,9 97 $19,320,285 

Cash Appropriated for Property Additions. 5,450,000 

Other Assets 

Due from officers and employees on purchases of capital 

stock, etc. $ 113,855 

Investments in associated companies—at cost or less. . 702,223 

Miscellaneous investments, deposits, etc. 350,452 1,166,530 

Property 

Land*..$ 1,782,079 

Buildings. 9,586,994 

Machinery and equipment. 28,826,444 

Phosphate deposits, less depletion. 396,371 40,591,888 

Patents and Processes. 1 

Deferred Charges. 209,199 

Total. $66,737,903 


Liabilities 

Current Liabilities 

Accounts payable and accruals. $ 2,997,747 

Estimated income taxes. 889,024 

Dividends on preferred capital stock. 217,000 

Deposits for returnable containers. 408,471 $ 4,512,242 

Reserves 

Depreciation and obsolescence. $14,534,684 

Fluctuations of exchange. 140,258 

Contingencies. 238,123 14,913,065 

Minority Interest in Subsidiary Companies 
Preference shares of British subsidiary—5H%j cumula¬ 
tive and redeemable—authorized, 500,000 shares of 

£1 each; outstanding, 400,000 shares. $ 1,940,000 

Beneficial shares and surplus of American subsidiary.. 362,215 2,302,215 

('Capital Stock and Surplus 

Preferred stock—authorized, 275,000 shares without 
par value, issuable in series by board of directors; 
outstanding, 100,000 shares, $4.50 cumulative divi¬ 
dend—at $100 a share: 

Series A. $ 5,000,000 

Series B. 5,000,000 

Common stock—authorized 1,725,000 shares, par value 
$10 each; issued, 1,262,957 shares, less 21,141 shares 

in treasury; outstanding, 1,241,816 shares. 12,418,160 

Surplus: 

Paid-in. 11,322,148 

Earned. 11,270,073 45,010,381 

Total . $66 ,737,903 
































CHAPTER XIV 


NET SALES TO TANGIBLE NET WORTH 

The ratio of net sales to tangible net worth indicates the activity of 
the investment in a business. A high ratio may indicate an excessive 
volume of business on a thin margin of invested capital and the conse¬ 
quent overuse of credit. On the other hand, until a dangerous point is 
reached, it may indicate considerable economy and skill in operation. 
The problem of overtrading is as old as business itself. To overtrade, 
an excessive use must be made of outside credit; in that process, lia¬ 
bilities reach high proportions. Creditors furnish more funds to carry 
on operations from day to day than the owners of the business. We have 
learned how a concern becomes more and more vulnerable as its liabilities 
expand. 

The larger business enterprises grow, the more conservative their 
financial policies tend to become. Managements of corporations in the 
top brackets operate with a relatively larger investment in relation to 
the volume of business. Hence, even under efficient management, it is 
not surprising that the turnover of tangible net worth in the larger 
business units tends to be at a lower rate than in the smaller ones. 

In the early days of financial statement analysis, the problem of over¬ 
trading was presented to the credit world but no attempt was made to 
study or to solve the problem. As long ago as 1903, the following obser¬ 
vations Avere published in the Monthly Bulletin of the National Association 
of Credit Men: 

We very frequently see a statement, or hear an assertion that So and So failed in 
business because he was trying to do more business than his capital warranted, in 
other words, that he had insufficient capital for the amount of business trans¬ 
acted. This was brought out in one of the addresses at the St. Louis Convention 
of the National Association of Credit Men. I have often wondered if there was 
any rule that could be laid down to indicate when a man was doing more business 
than his capital warranted. After a man has failed, and the post-mortem exami¬ 
nation is held, it is very easy to say that he died of under capitalization, but what 
are the symptoms that indicate this disease? How are we to distinguish it when 
it first makes its appearance? These are questions I am unable to answer, and 
if any of our friends are familiar enough with the disease, for it surely is a disease, 
I should very much like to have the symptoms described.^ 

1 Badger, Minor C., ^'Thoughts on Many Topics,” Monthly Bulletin of the 
National Association of Credit Men, p. 9, Aug. 1903. 
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This interesting query appeared in the early days of what we might 
term scientific credit investigation and analysis. Relatively few finan¬ 
cial statements were making their appearance, and a rather substantial 
proportion of those that were being made available to bankers, credit 
men, and analysts were balance sheets without supplementary net sales 
figures, which are essential to an analysis of the phenomenon of over¬ 
trading. It is only in recent years, after typical relationships between 
net sales and tangible net worth had been set up for different lines of 
commercial and industrial activity, that the problem of overtrading has 
been clearly understood, forecast, and interpreted. 

OVERTRADING AND UNDERTRADING 

Overtrading is the process of handling an excessive volume of net 
sales in relation to the tangible net worth, as compared to similar con¬ 
cerns of the same approximate size in the same or similar lines of 
commercial or industrial activity. Undertrading is just the opposite 
situation; a far smaller volume of net sales in comparison to the tangible 
net worth is handled than by similar business enterprises. 

The phenomenon of overtrading generally is easily recognized. 
Creditors, such as banking institutions and suppliers of merchandise, 
are alive to such situations because, not infrequently, in case of trouble 
the tangible net worth is completely wiped out and a partial loss is 
assumed by creditors. Investment bankers are on the lookout for such 
situations as they give a clear indication for the need of additional capital 
where the concern has a satisfactory earning record. 

Undertrading is probably far more widespread at all times in our 
economy than overtrading. This condition, however, receives little 
attention from creditors, as in case of financial difficulty debts are light 
and invariably are paid in full. Undertrading is more a problem of 
management. Sometimes new advertising methods and mediums solve 
the problem; a new sales manager with more aggressiveness may change 
the outlook; or handling supplementary lines of merchandise may often 
help. For a retailer, a more advantageous location may be the answer. 

Where the lack of ingenuity, aggressiveness, and skill of the manage¬ 
ment cannot solve undertrading, operating losses are assumed, year after 
year. These losses finally lead to the voluntary liquidation of the enter¬ 
prise, generally with all obligations paid in full. Or they may lead to 
the sale of the business or its assets to a competitor, or to some new 
management that has either failed to realize the condition, or believes 
it knows how to expand the volume. Thousands upon thousands of 
business enterprises go out of existence every year because their man¬ 
agements have been unable to develop an adequate volume of net sales 
for the size of the investment. 
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Volume of Net Sales 

Overtrading, and incurring top-heavy liabilities in the process, are con¬ 
ditions that often go unrecognized by management. This is particularly 
true of those managements that are essentially sales-minded, that believe 
in developing more and more sales. Is not the purpose of a business 
enterprise to sell merchandise in order to earn a profit? If that is so, 
will not steadily increasing sales give greater profits? The answers to 
both of these questions are “Yes,’’ but within reasonable limits, as we 
shall see. 

On the other hand, a situation may arise where a management is fully 
aware that it is handling a heavy and perhaps excessive volume of net 
sales. It has incurred an extended condition with its eyes open believ¬ 
ing (1) that it can keep its current assets so clean and active that it is 
well able to protect itself in any emergency (a very difficult thing for 
even the most expert management to work out), and (2) that the over¬ 
trading is only temporary, due to external or internal factors, and in the 
not too distant future the volume will shrink a reasonable proportion. 

Size of Tangible Net Worth 

The solution to overtrading exists in the investment of additional funds 
in a business enterprise to bring the tangible net worth more into line, 
as well as in reducing the net sales. This policy of investing additional 
money is followed by many active managements that realize and under¬ 
stand the condition and that have or can o))tain tlu^ funds. Many 
managements which realize the condition of their business, lack addi¬ 
tional funds to invest in capital stock and are unable or unwilling to sell 
an interest in the business to others. In this predicament, where the 
condition gives evidence of being no passing phenomenon, the only 
alternatives are to reduce sales by setting higher credit standards and 
occasionally by raising prices, or to allow the condition to exist but to 
pay particular attention to collections so that receivables will be main¬ 
tained in the best possible condition, and to keep the inventory to the 
smallest possible amount. 

Undertrading and overcapitalization are two terms which, at times, 
explain a somewhat similar condition; at other times, they have quite 
different implications. Business enterprises occasionally are over¬ 
capitalized; the answer is to reduce the capitalization, thus obtaining a 
satisfactory and normal relationship between net sales and the tangible 
net worth. But the answer to undertrading is rarely as simple as this 
explanation. Only in an occasional instance, depending upon the dis¬ 
tribution of the assets, is a reduction in capital the answer. 

Reduction in capitalization is a sound policy only where the net sales 
being handled are sufficient to give a satisfactory net profit to support 
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the business. In most cases of undertrading, the reduction in capitaliza¬ 
tion would be ineffective, as the volume is inadequate to return a profit 
on any capitalization; the volume is literally too small to support even 
the most rigid management expenses. Whether a business is over¬ 
capitalized or is undertrading because of inadequate net sales may 
readily be determined by an analysis of the profit and loss statement. 

^ ILLUSTRATIONS OF RELATIONSHIPS 

Three very different situations, all involving a high relationship of 
net sales to the tangible net worth, appear in the following pages. The 
first is a manufacturer of women’s coats and suits, the second a manu¬ 
facturer of commercial automobile trucks, and the third a converter of 
specialty cotton cloth with two subsidiaries. 

Manufacturers of Women’s Coats 

There is no line of business where the tendency to overtrade is so wide¬ 
spread as in the manufacture of ladies’ outer garments such as dresses, 
coats, and suits. This tendency is disclosed by a high relationship 
between the net sales and the tangible net worth, and between the net 
sales and the net working capital. These two ratios are supplementary. 
If the turnover of tangible net worth is low and the turnover of net 
working capital is high, the slow assets should be carefully studied to 
ascertain whether any of the items classified as slow are worthless or 
close to worthless, and whether any of the items, under immediate 
pressure, might be readily converted into needed cash. 

The manufacturers of ladies’ outer garments are concentrated in 
New York City, although a few concerns are located in other large cities. 
The Ladies’ Coat Company, Inc., was organized in 1929 with a paid-in 
capital of $25,000. The increase in tangible net worth to $201,767 in 
year A was accrued over the years entirely from retained profits. The 
capital structure was revamped 5 years ago. At the present time, oper¬ 
ations are being conducted on a paid-in capital of $113,000 in 5 per cent 
cumulative preferred stock, par $100, and 150 shares of common stock 
of no par value, carried on the books at $150. 

This concern produces women’s and misses’ untrimmed coats and 
suits priced from $10.75 to $29.75 in the spring, and from $10.75 to 
$39.75 in the autumn. Sales are made to department stores, chain 
clothing stores, and specialty shops throughout the country on the 
regular terms in this line of business of 8 per cent discount within 10 days 
after the end of the month (8-10 EOM). The comparative figures for 
the last three fiscal years appear in Schedule 44. 

These figures reflect an interesting condition, not so much because 
of their trends as because of the magnitude of the trends. The current 
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assets, for example, increased from $125,446 in year C to $209,231 in 
year 5, an expansion of 66.8 per cent. Notwithstanding the extent of 
this increase, it was dwarfed by the continued expansion of the current 
assets between year B and year A, an increase from $209,231 to $641,180, 

[Schedule 44] Ladies’ Coat Company, Inc. 

(Comparative Figures for Years Ended May 31, 19— 

(C) {B) (I) 

Three Years Two Years One Year 




Ago 


Ago 


Ago 

Assets 







Cash. 

$ 

9,208 

$ 

78,942 

$ 

48,208 

Notes Receivable. 




27 


40 

Accounts Receivable. 


43,376 


48,999 


237,206 

Inventory. 


72,862 


81,263 


255,726 

Current Assets . 

$ 

125,446 

$ 

209,231 

$ 

541,180 

Fixed Assets, Net. 


15,321 


11,106 


12,358 

Cash Value of Life Insurance... . 


15,760 


18,336 


21,459 

Investments. 


2,240 


2,240 


2,240 

Miscellaneous Receivables. 


4,284 


9,875 


18,882 

Due from Officers. 


5,689 


887 


2,389 

Deferred Charges. 


3,070 


2,484 


9,612 

Total. 

!_ 

171,810 

L 

254,159 

L 

608,120 

Liabilities 







Contractors Pavable. 

$ 

2,514 

$ 

2,270 

$ 

27,096 

Accounts Payable. 


26,106 


57,004 


286,304 

Accruals. 


5,245 


7,503 


11,044 

Credit Balances. 


520 


1,118 


645 

Reserve for I'axes. 


11,720 


23,403 


81,264 

Current Liabilities . 

s’ 

46,105 

r 

91,298 


406,353 

5% (Cumulative Preferred Stock. 


113,000 


113,000 


113,000 

Common Stock. 


150 


150 


150 

Surplus. 


12,555 


49,711 


88,617 

Total. 

L 

171,810 

L 

254,159 

jT 

608,120 

Net Working Capital . 

$ 

79,341 

$ 

117,933 

$ 

134,827 

Current Ratio . 


2.72 


2.29 


1.33 

Tangible Net Worth . 

$ 

125,705 

$ 

162,861 

$ 

201,767 

Net Sales. 

$1,797,306 

$1,937,892 

$2,962,945 

Net Profit. 


(.L)8,077 


37,156 


38,906 

Dividends. 


25,000 


None 


None 


or 163.5 per cent. Between year C and year A, the current assets 
expanded $415,734. 

As the current assets climbed upward on the successive statement 
dates, so did the current liabilities. From $46,105 in year C, a very 
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moderate debt, the current liabilities increased to $91,298 in year J5, 
and then to $406,353 in year A. Between year C and year A, the cur¬ 
rent liabilities expanded a total amount of $360,248. This increase 
was somewhat less than the growth in the curi^ent assets over the salme 
period of time because all of the substantial net profits earned in year 
B and in year A were retained in the business, and largely in the current 
assets. 

For year C a loss of $8,077 had been assumed. Dividends of $25,000 
had been paid earlier in that year before the final results of operations 
had been known. The result was a decrease in the tangible net worth 
of $33,077. In year B, this decrease was recovered by net profits of 
$37,156, all of which was reinvested in the business. Still more headway 
was made in year A, when net profits aggregated $38,906 and this entire 
amount was also retained in the business. Over the spread of these 
comparative figures, the tangible net worth grew from $125,705 to 
$201,767, or 60.5 per cent, and the net working capital from $79,341 
to $134,827, or 69.9 per cent. 

With this background, let us compare the relationship between the 
net sales and the tangible net worth over the 3-ycar spread: 


Year C 

Net Sales. $1,797,306 

Tangible Net Worth. 125,705 

Ratio of Net Sales to Tangible Net 
Worth. 14.29 


Year D 
$1,937,892 
162,861 

11.90 


Year A 
$2,962,945 
201,767 

14.69 


The changes between the current assets and the current liabilities in 
year C and in year B were largely due to the accumulation of cash of 
$78,942 in year B. If a part of this cash had been used to release a 
corresponding portion of the current liabilities, the difference between 
the current liabilities on the two financial statements would have been 
nominal. The considerable changes, when compared with the figures 
of year Aj were partly the result of swelling net sales and partly the 
result of a different season in year A than in the two earlier years. Large 
receivables totaling $237,246 were on the books in year A^ and heav}^ 
purchases of piece goods for fall garments had been made earlier in the 
spring than usual. The net sales had grown from $1,797,306 to $1,937,- 
892, between year C and year B, and then had jumped most spectacularly 
to $2,962,945 in year A, 

For year C, the turnover of the tangible net worth was 14.29 times. 
While the net sales increased to $1,937,892 in year B, the tangible net 
worth increased in a somewhat higher proportion from $125,705 to 
$162,861, and the turnover accordingly dropped to 11.90 times. The 
net sales for year A bounded to $2,962,945. The tangible net worth 
continued its growth, but with a more modest increment, so that the 
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relationship between these two figures now went up to a peak of 14.69 
times. 

That the ratio between net sales and the tangible net worth was very 
high for each of these 3 years is clearly evident from the typical ratios 
for manufacturers of ladies’ coats and suits given in Schedule 48. The 
5-year average of the median turnover of tangible net worth produced a 
ratio of 6.42 times, with the low median figure of 5.20 in 1946 and the 
high me^dian figure^ of 8.03 in 1043. In fact, the turnover of tangible 
net worth of the I.adies’ Coat Company, Inc., for each of these 3 years 
was materially higher than the 75th percentile for this line of business 
as quoted in the 1947 ratios, given Avith the interquartile range in. the 
Appendix. 

A substantial volume of business necessitates large purchases of raw 
materials and correspondingly heavy costs of production in the case of 
manufacturers, and large purchases of finished merchandise in the case 
of wholesalers and retailers. When a business enterprise in a normal 
season has high lial)ilities on the statement date, then, if the ratio of 
net sales to tangil)le net w'orth is high, the current liabilities at the peak 
of the preceding season Avould have been appreciably greater. When a 
business enterprise in a normal season has only a moderate amount of 
liabilities on the statement date, then, if the ratio of net sales to tangible 
net worth is high, the current habilities probably Avill have been fairly 
heavy throughout the year. The analyst, under these circumstances, 
must be sure to consider the crucial importance of the size of current 
liabilities as covered in Chaps. VI and VII. 

Condensed Analysis ,—The internal relationships shown by the balance 
sheets for year C and year B disclose all-round healthy conditions. Both 
sets of figures were dated May 31, the end of the spring season. Receiv¬ 
ables Avere Ioav on both dates, the inventories Avere liquidated at the end 
of the season to moderate amounts, fixed assets were nominal, current 
liabilities Avere moderate, and quite a desirable reserve was available in 
the form of the cash surrender value of life insurance. 

The investment of $2,240 AAhich appeared unchanged in each of the 
balance sheets represented cost for 100 shares of stock in a specialty 
store to which Ladies’ Coat Company, Inc., was selling considerable 
merchandise. There AA^as no market for the sto(ik, and the book value 
was appreciably higher, around $5 per share, or approximately $4,500. 
The value at which this item appeared in the balance sheet was quite 
reasonable. 

In each of the three balance sheets there appeared an item of miscel¬ 
laneous receivables. This item was quite moderate in year C, amounting 
to $4,284. In year B, it had expanded to a figure of $9,875. In year A 
the item increased to $18,882 and was out of all reasonable proportions 
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for a concern of this size. An explanation was sought. Miscellaneous 
receivables in year C represented eight different loans of moderate 
amounts, two of which were advances to salesmen. Of the increase 
between year C and year B, $5,000 had been lent to a mutual friend of 
the officers to purchase a minority interest in a retail women's wear shop 
in Reading, Pa. This business was being operated profitably. Instead 
of insisting upon a partial repayment of this loan, the officers now 
advanced $10,000 during year A to the same individual to purchase 
complete ownership of the business. The capital stock of this corpora¬ 
tion had been pledged as collateral to secure the loan. In the mean¬ 
time, two of the eight smaller loans had been repaid, and the other six 
greatly reduced. 

There was a real question regarding the soundness of the judgment 
of the officers in granting this business loan, which in year A aggregated 
$15,000. Some increased sales were obtained by the connection but if 
there was one attribute in year B and year A that this concern did not 
need, it was increased sales. To support the growing volume, every 
possible cent should have been used to build up the net working capital. 
If this loan had not been made, the net working capital in year B would 
have been $5,000 greater, and in year A $15,000 greater. 

When a comparison was made of the net sales to the tangible net 
worth, a condition with high turnovers was found, a condition that was 
quite abnormal. With a turnover of 14.29 times in year C, and 11.90 
times in year B, it became immediately evident that at some point 
during each of these fiscal years current liabilities had been very high. 
A heavy peak liability is associated with a high turnover of tangible net 
worth just as the automobile is associated with the name of Ford. This 
conclusion was subsequently verified when it was learned that the peak 
liabilities as shown in the monthly trial balances during year C was 
$439,000, and during year B $493,000, both in February of their respec¬ 
tive years. 

For year A, the financial condition became appreciably and more 
noticeably aggravated. The current liabilities at $406,353 were clearly 
heavy when compared with both the current assets of $541,180 and 
the tangible net worth of $201,767. With current liabilities heavy in 
the month of May, which is normally the low point of the season, they 
would naturally have been materially more out of line at the peak of the 
season. They were. The maximum current liabilities during the fiscal 
year A, also in the month of February, amounted to $638,000, or more 
than three times the tangible net w’^orth. 

In probably no line of manufacturing activity does successful oper¬ 
ation over the years depend so little upon, excellent workmanship and 
price, as it does with manufacturers of ladies’ coats and suits. Style is 
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almost supreme. If a manufacturer misses the current style, a loss will 
almost always be assumed. If he hits the current style squarely, his 
orders will skyrocket overnight, and he will do everything in his power 
to fill those orders. The clear-cut result is overtrading, with consequent 
heavy current liabilities. In such a situation, the manufacturer’s finan¬ 
cial condition will become extended; if he is skilled in financial matters 
he will realize his predicament; if he is unskilled, he will have absolutely 
no idea that his financial condition is unsound until his banker or some 
mercantile creditor asks if he is trying to comer the market on sales. 
If everything works out, if his styles continue to be in demand, if his 
customers pay reasonably on time, if his banker understands the situation 
and lends support through the peak, and if trade creditors do not press 
unduly, profits will be high. But if styles suddenly change in the middle 
of the season, if his inventory must be liquidated at a sacrifice, he will 
have difficulty in bringing his current debt into line, a loss will be assumed, 
and it is entirely possible that the loss will be so great that the business 
may join the never-ending ranks of the bankrupt. 

The only answer to overtrading is for the management to plan and to 
budget its operations so that net sales will not exceed a certain amount, 
that amount to be predicated upon the level of liabilities that will be 
incurred during the high point of a season, and the income to meet 
obligations on time with a reasonable margin. Such a policy, while 
sound and followed in many lines of business activity, is rarely, if ever, 
followed by manufacturers of coats and suits. It is almost inherent in 
this type of business activity for managements to transact as large a 
volume as possible, and to pay little or no attention to the normal 
safeguards of sound business policies. 

Manufacturer of Commercial Trucks 

Two brothers organized a business in St. Louis 20 years ago to manu¬ 
facture automobile trucks. The process of manufacturing auto trucks 
is largely a matter of assembly; engines, steering apparatus, lighting 
systems, panel boards, and wheels are purchased ready to be put together. 
Almost the only parts of the product manufactured on the premises are 
the chassis and the body of the truck itself. About 18 months after 
its inception, this enterprise became overloaded with liabilities, a credi¬ 
tors’ committee was set up, and the business was reorganized. This 
same process was repeated 2 years after the reorganization. Since 
that time operations have been carried on steadily, through good times 
and poor, although with no great financial success. 

The Commercial Truck Corporation has been under the same man¬ 
agement since its last reorganization, which occurred approximately 
16years ago. Operations gradually were enlarged from the ‘‘manu- 
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facture^^ of trucks alone to include busses, tractors, and motor fire 
apparatus to meet particular specifications. Over one-half the annual 
volume of business in recent years has come from municipalities, and 
the percentage has been slowly but steadily increasing. The comparative 
figures showing the financial condition of this corporation over the past 
3 years appear in Schedule 45. 

Competition in the production of automobile trucks has always been 
keen. For the fiscal year C, net sales were $575,355, and net profits 
amounted to the nominal sum of $1,972, no part of which was paid out 
in dividends. At the end of the year C, the surplus account disclosed an 
accumulated deficit of $28,884 because of the unprofitable operations in 
6 out of the 8 years immediately preceding. At the same time, however, 
the figures seemed to indicate a satisfactory internal financial condition. 
The liabilities were moderate, the receivables and the inventory were in 
satisfactory proportion, and the fixed assets comprised only 20.2 per cent 
of the tangible net worth, quite a low percentage. The only fly in the 
ointment was the item of investments carried at $21,201, which was a 
trifle heavy for an enterprise of this size. We shall come to this item a 
little later in the condensed analysis of this situation. 

For year 5, the net sales jumped from $575,355 to $1,076,813, quite 
a substantial increase of 87.2 per cent. Net profits for the year expanded 
to $14,127, reducing the deficit in the surplus account to $14,757. As 
the sales increased, the receivables and the inventory went up. As the 
receivables and the inventory went up, the current liabilities dilated. 
With enlarged current assets of $624,009, and enlarged current liabilities 
of $447,622, the current ratio in year B dropped from 3.38 times to 1.39 
times, notwithstanding the increase in the net working capital. The 
inventory exceeded the net working capital, and the current liabilities 
were 70.2 per cent greater than the apparent tangible net worth. The 
expression apparent tangible net worth is used advisedly, as we shall see 
shortly that this figure needs some adjustment. 

The trends that became evident in year B continued through year A. 
The net sales developed to $1,904,666, or 331.6 per cent of the net sales 
in year C. Net profits amounted to $38,801, which was sufficient to 
convert the surplus deficit into a black figure of $24,044. As far as 
the management was concerned, the business was going along swim¬ 
mingly. Receivables continued to increase, but only nominally when 
compared with the great expansion in the net sales. The inventory now 
swelled to $1,088,540 and was out of all reasonable proportion for a 
concern of this size. An item of Cash Advances Received on Contracts 
of $381,860 made its appearance in the current assets, representing cash 
advances on certain large orders. Because of these changes, the current 
assets totaled the impressive sum of $1,981,530, and the current lia- 



390 


INTERNAL ANALYSES OF BALANCE SHEETS 


[Schedule 46] Commercial Truck Corporation 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

$ 

24,292 

% 102,828 

% 192,171 

Notes Receivable. 


9,368 

26,385 

37,214 

Accounts Receivable. 


78,552 

277,202 

281,745 

Inventory. 

Cash Advs. Rec. on Contracts.. 


119,781 

217,594 

1,088,540 

381,860 

Current Assets . 

$■ 

“231,993 

$ 624,009 

$1,981,530 

Fixed Assets, Net. 


.50,207 

53,538 

60,041 

Investments. 


21,201 

19,043 

19,043 

Miscellaneous Receivables. 


2,208 

208 

Due from Officers. 


4,117 

7,861 

6,583 

Deferred Items. 


9,498 

8,863 

7,090 

Good Will. 


1 

1 

1 

Total. 

1 

319,225 

$ 713,.523 

$2,074,288 

Liabilities 

Notes Payable to Banks. 

. s 

20,400 

$ 210,900 

$ 613,953 

Notes Payable for Merchandise. 




4,732 

Accounts Payable. 


.35,204 

22.5,067 

620,323 

Accruals. 


4,020 

7,176 

13,794 

Advances on Contracts. 

ReservH^s for Taxes. 




420,000 

82,255 

Credit Balaiic(‘s. 


3,343 

2,311 

5 ! 426 

Due to Officers. 


5,614 

2,168 

10,081 

Current Liabilities . 

. $ 

68,,587 

$ 447,622 

.$1,770,564 

Deferred Income. 


1,647 

2,783 

1,805 

Common Stock, Class A. 


102,875 

102,875 

102,875 

Common Stock, Class B. 


175,000 

175,000 

175,000 

Surplus. 

. {D)3S,SS4 

(i>)i4,7-rr 

24,044 

Total. 

. $ 

319,2^5 

$ 713,,523 

$2,074,288 

Net Working Capital . 

. $ 

163,406 

$ 176,387 

$ 210,966 

Current Ratio . 


3.38 

1.39 

1.12 

Tangible Net Worth .... 

. $ 

248,990 

$ 263,117 

$ 301.918 

Net Sales. 

$ 

.575,3.55 

.$1,076,813 

$1,904,666 

Net Profit. 


1,972 

14,127 

38,801 

Dividends. 


None 

None 

None 


bilities totaled $1,770,504, leaving a net working capital of $210,960 
and a current ratio of 1.12 times. The current lii^bilities were more than 
five times as large as the tangible net worth, a clearly evident extended 
condition. 
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The Deferred Income^ which amounted to $1,647, $2,783, and $1,805 
in the respective balance sheets, represented unearned finance charges 
on sales made on the installment basis. The rather small amount of this 
item, if correctly figured, would indicate that only a moderate portion 
of the annual volume called for monthly payments on the installment 
basis. 

With this trend of the business in mind, let us compare the net sales 
with the apparent tangible net worth for the 3 years. 

Net Sales. $576,*355 $iyOT6,813 $iym,^6 

Tangible Net Worth. 248,990 263,117 301,918 

Ratio of Net Sales to Tangible Net Worth 2.31 4.09 6.31 

Between year C and year A, the net sales expanded from $575,355 
to $1,904,666, while the tangible net worth increased much more moder¬ 
ately from $248,990 to $301,918. In other words, the net sales expanded 
231.1 per cent and the tangible net worth only 21.3 per cent. The 
result was the steady widening in the direct relationship between net 
sales and the tangible net worth from 2.31 to 4.09 to 6.31 times. 

The importance of this relationship was shown in the study of the 
financial condition of the Ladies’ Coat Company, Inc. As the turnover 
of tangible net worth increases, the current assets and the current 
liabilities expand more and more disproportionately to reach an abnormal 
and weakened condition at the peak of the season. If a subsequent 
liquidation takes place in an orderly manner, affairs are brought into 
line at the low point of the season; if the liquidation during the down part 
of the season becomes forced because of the need of funds; if the liqui¬ 
dation does not take place; if the market value of the inventory drops 
suddenly in this process; or if a substantial portion of the receivables 
become extended, an embarrassed financial condition may readily occur. 

In the case of a manufacturer of motor trucks, the seasonal peak is 
less apparent than with a manufacturer of ladies’ coats. A low point 
is generally reached around the end of September or October, and a high 
point of operations in March or April. With figures dated December 31, 
liabilities would usually be increasing. For manufacturers of trucks 
operating in a normal profitable manner the turnover of tangible net 
worth would range between 2.50 times to 3 times. In contrast to this 
normal relationship, the turnovers in year B at 4.09 times, and in year 
A at 6.31 times, were appreciably faster than for typical concerns in this 
line of business. 

With moderate seasonal fluctuations in this division of manufacturing 
activity, the effect of a faster turnover of tangible net worth becomes 
clearly evident in the comparative fiscal figures. Increased sales up to 
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a certain point, a point which is moderately greater than the typical 
volume per invested dollar for the industry, are desirable to produce a 
greater margin of profit. Increased sales above this point place increas¬ 
ing strain on a business, like an increasing air strain on the wings of an 
airplane as its speed increases. The sequence of reasoning behind this 
growing strain is as follows: to handle increasing net sales (and manage¬ 
ment invariably is under the illusion that the increase will be sustained), 
larger inventories generally must be built up, the increasing net sales 
bring increasing receivables, the increasing inventory and larger receiv¬ 
ables necessitate increasing liabilities. Every business enterprise that 
becomes involved in financial difficulties has heavy liabilities. In this 
process more and more opportunities for an unbalanced financial con¬ 
dition come up; increased sales are often obtained by selling to poorer 
credit risks; the resulting receivables may easily get out of line with 
selling terms, the inventory may get out of line with net working capital 
and net sales, and the current liabilities out of line with current assets 
and with the tangible net worth. Such a situation is just too bad! 

Condensed Analysis .—The comparative figures of the Commercial 
Truck Corporation were unaudited figures as issued by the treasurer of 
the corporation. As previously mentioned, these balance sheets con¬ 
tained an item of investments which amounted to $21,201 in the balance 
sheet for year C, and to $19,043 in the balance sheets for year B and 
year A . 

An item of investments, no matter how small, should never be over¬ 
looked by the analyst. An explanation of this item accordingly was 
sought from the treasurer, to ascertain whether the amount represented 
marketable securities, miscellaneous investments, or capital stock inter¬ 
est in one or more subsidiaries, and how each part was valued. The 
explanation was simple and enlightening. In year C, the investments 
consisted of five different items, all of which were carried at cost; in 
year B and in year A, it consisted of four different items, all of which were 
carried at cost. In year By an investment in a tire-recapping business 
that had been carried at cost of $2,158 was written off the books at a 
total loss. This little venture had gone bankrupt in year Z>, but no 
thought had been given to taking the loss on the books of the Commercial 
Truck Corporation until year B. The four remaining items represented 
minority stock interests ranging from 18 to 37 per cent in corporations 
that acted as selling agents for the Commercial Truck Corporation in 
different parts of the country. Outstanding capitalization of these four 
corporations consisted only of common stock, no preferred stock. The 
cost values of these four investments and their respective book values 
on the three fiscal dates, as determined from their individual balance 
sheets, disclosed the following interesting conditions: 
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Per Cent of 
Stock Owned 

Cost 

] 

Year C 

Book Value 

Year B 

Year A 

Corporation 1. 

18 

$ 4,526 

$ 3,820 

$ 2,276 

$1,096 

Corporation 2. 


5,490 

5,362 

4,884 

3,624 

Corporation 3. 

26 



1,257 

{D)526 

Corporation 4. 

37 

6,187 

5,878 

5,270 

2,863 



$19,043 

$17,320 

$13,687 

$7,057 


At the end of year C, the book value of the stock interest held in 
these four distributing agencies was $17,320, at the end of year B, it 
was $13,687, and by the end of year A, the book value had dropped 
to $7,057. Each of the four concerns had operated unprofitably for 
each of the 3 years; in fact, for Corporation 3, the 26 per cent stock 
interest had fallen from a book value of $2,260 in year C, to a book 
deficit in tangible net worth of $526 in year A. For each year the item 
of investments in the balance sheets of the Commercial Truck Corpora¬ 
tion, and also the surplus, were accordingly inflated by the difference 
between the cost value of the investments and the actual book value on 
the respective statement dates, that is, by a difference of $1,723, $5,356, 
and $11,986 respectively. 

A computation of the average collection period for the total of 
accounts and notes receivable gave 56 days for year C, 103 days for 
year B, and 61 days for year A, based on the figures in Schedule 45. 
Such a wide fluctuation in average collection periods for a 3-year spread 
was very usual. Moreover, sales in this line of business often are made 
on terms that call for monthly payments for from 1 to 3 years; even the 
longer collection period of 103 days for year B accordingly seemed rather 
short. This subject was discussed with the treasurer to ascertain the 
typical terms of sale. Some sales, the treasurer explained, were made 
on cash terms with part payment advanced with the order. Other sales 
were made on 30- and 60-day net terms; still others called for one-fourth 
down payment and the remainder in 24 equal monthly instalments. 
The selling terms were so varied that they were of no use unless a detailed 
breakdown of the receivables could have been obtained on the specific 
respective terms of sale. 

At this stage, the treasurer was asked why the Commercial Truck 
Corporation carried all its own notes receivable and installment accounts 
when most truck manufacturers had an arrangement with a sales finance 
company whereby the finance company advanced from 80 to 90 per cent 
of notes receivable and installment paper. ‘‘That is the finance policy 



400 


INTERNAL ANALYSES OF BALANCE SHEETS 


we follow too/' replied the treasurer. *‘We borrow from our banks on 
our note bearing the endorsement of our officers but we also discount 
our notes receivable and installment paper with a well-known finance 
company." The treasurer was asked why the liability to the finance 
company was not shown in the balance sheet as a direct liability, or in 
a footnote to the balance sheet as an indirect liability, to which he 
exclaimed that he did not think ‘'that was necessary." The amount of 
the contingent liability for notes receivable discounted in this manner 
on each of the fiscal dates was then learned to have been as follows: 

YearC. $102,517 

YearJ5. 137,986 

Year A. 172,273 

Analysis of Adjusted Figures .—To obtain an accurate picture of the 
financial condition of this concern over the 3-year period it now became 
necessary to adjust the figures shown in Schedule 45, decreasing the 
investment on each balance sheet to the actual book value of the invest¬ 
ments on each statement date, decreasing the surplus accounts similar 
amounts, increasing notes receivable to the respective amounts which 
were discounted, and increasing liabilities on each statement date the 
same amount. With these adjustments, the comparative figures would 
be changed as they appear in Schedule 46. 

No change took place in the net working capital or in the net sales 
as a result of these adjustments. However, most of the othpr important 
figures used in studying the financial condition of a business enterprise 
were modified—the current assets, the current liabilities, the surplus, 
the tangible net worth, the net profits, and the current ratio. 

The most evident changes were in the net profit figures. As a result 
of taking the respective yearly losses on the investments into the profit 
and loss statement, the net profit of $1,972 in year C became a loss of 
$1,909; the net profit of $14,127 in year B became $12,652, and the net 
profit of $38,801 in year A was reduced to $32,171. The surplus and 
the tangible net worth on each statement were reduced the same respec¬ 
tive yearly amounts. 

The notes receivable in each balance sheet were increased to the 
extent of the respective contingent liabilities, $102,517 for year C, 
$137,986 for year B, and $172,273 for year A. The current assets and 
the current liabilities were expanded each year by the same amounts. 
The result was a reduction in the current ratio from 3.38 to 1.95 in 
year C, from 1.39 to 1.30 in year B, and from 1.12 to 1.11 in year A. 
The average collection period now became 121 days, 150 days, and 94 
days respectively. 

The original figures showed an extended financial condition from 
overtrading. The adjusted figures threw that condition into more relief. 
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CoMMiQBGiAL Tbuck Cobpobation [Schedule 46] 

Cofhparative Adjusted Figures for Years Ended December 31, Id— 



(C) 

Three Years 

Ago 

(B) 

Two Years 

Ago 

(^) 

One Year 
Ago 

Assets 






Cash. 

. $ 

24,292 

$ 

102,828 

$ 192,171 

Notes Receivable. 


111,885 


164,371 

209,487 

Accounts Receivable. 


78,552 


277,202 

281,745 

Inventory. 


119,781 


217,594 

1,088,540 

Cash Advs. Rec. on Contracts. . 





381,860 

Current Assets . 

. J 

334,510 

r 

761,995 

$2,153,803 

Fixed Assets, Net. 


50,207 


53,538 

60,041 

Investments. 


17,320 


13,687 

7,057 

Miscellaneous Receivables. 


2,208 


208 


Due from Officers. 


4,117 


7,861 

6,583 

Deferred Items. 


9,498 


8,863 

7,090 

Good Will. 


1 


1 

1 

Total. 

. % 

417,861 

$ 

846,153 

$2,234,575 

Liabilities 






Due to Finance Company. 

.. $ 

102,517 

$ 

137,986 

$ 172,273 

Notes Payable to Banks. 


20,400 


210,900 

613,953 

Notes Pay. for Merchandise_ 





4,732 

Accounts Payable. 


35,204 


225,067 

620,323 

Accruals. 


4,026 


7,176 

13,794 

Advances on Contracts. 





420,000 

Reserves for Taxes. 





82,255 

Credit Balances. 


3,343 


2,311 

5,426 

Due to Officers. 


5,614 


2,168 

10,081 

Current Liabilities . 

. $" 

171,104 

r 

585,608 

$1,942,837 

Deferred Income. 


1,647 


2,783 

1,805 

Common Stock, Class A. 


102,875 


102,875 

102,875 

Common Stock, Class B. 


175,000 


175,000 

175,000 

Surplus. 

. {D)S2,766 

(D)90,113 

12,058 

Total. 

• L 

417,861 

L 

846,153 

$2,234,575 

Net Working Capital . 

. % 

163,406 

$ 

176,387 

$ 210,966 

Current Ratio . 


1.95 


1.30 

1.11 

Tangible Net Worth . 

. $ 

245,109 

$ 

257,761 

$ 289,932 

Net Sales. 

% 

575,355 

$1,076,813 

$1,904,666 

Net Profit. 


(L) 1,909 


12,652 

32,171 

Dividends. 


None 


None 

None 


Whereas the current liabilities in year B and year A in the original figures 
were $447,622 and $1,770,564, respectively, in the adjusted figures they 
became $585,608 and $1,942,837, respectively. At the same time the 
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apparent tangible net worth dropped from $263,117 and $301,918 to 
$257,761 and $289,932, respectively. As a result of the increase in 
current liabilities and the shrinkage in the real tangible net worth, the 
relationship of the current debt to tangible net worth expanded from 

170.1 per cent to 227.3 per cent in year B, and from 586,2 per cent to 

670.2 per cent in year A. Simultaneously the relationship between the 
net sales and the tangible net worth increased moderately from 4.09 to 
4.18 times in year J5, and from 6.31 to 6.57 times in year A. 

This corporation was in an unbalanced financial condition in year J8, 
and obviously so in year A, Not only were the inventory and the current 
liabilities most excessive, but it was evident that the concern was having 
some difficulty in financing itself. This is clear from three items in the 
balance sheet. The first item is the Notes Payable to Banks of $613,953. 
Of this amount $600,000 was being lent on the endorsement of the 
officers who were reputed to have large outside means. When an addi¬ 
tional loan was sought from one of the depository banks, only $13,953 
could be obtained, and that was secured by the pledge of the notes 
receivable which had not already been discounted with the finance com¬ 
pany. The second item is Notes Payable for Merchandise of $4,732. This 
amount is small, but to obtain extra time a promissory note running for 
3 months was given in payment instead of buying on discount or open- 
account net terms. Third are the two items, one in the assets of Cash 
Advances Received on Contracts of $381,860, and the other in the current 
liabilities of Advances on Contracts of $420,000. One very substantial 
business corporation had placed a heavy order; to see that order through, 
it had been necessary for the corporation to make cash advances totaling 
$420,000. Each of these practices is out of the ordinary and would not 
be followed by concerns in healthy financial condition. 

There was absolutely no question about the fact that the Commercial 
Truck Corporation was overtrading, and that this was the fundamental 
reason for the extended financial condition. The figures as of year B 
and year A, both the original and adjusted figures, left no basis for any 
other conclusion, even though the original figures were slightly less 
heavy than the adjusted figures. The only solution to a condition of 
this nature is to reduce the volume as rapidly as is reasonably possible 
in accordance with a carefully planned policy. An annual volume of 
business in the neighborhood of $900,000 would be sufficient to keep 
all facilities occupied at capacity and provide a handsome profit, if 
the management were well-rounded, capable, aggressive, and ingenious. 

Converters of Specialty Cotton Cloth 

This business enterprise has had quite a record of continuous operations. 
It was organized in 1892 to process specialty cloth for bookbinders: 
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that is, to buy grey goods in the open market from cotton cloth mills 
and then "to treat that grey goods in a variety of special ways and proc¬ 
esses. Since that time, many supplementary products had been added 
so that today it produces starch-filled, pyroxylin-impregnated, and 
pyroxyl-coated fabrics, shoe fabrics, tracing cloth, rubber holland gum¬ 
ming, holland cloth, and backing cloth for the photographic trade. 
Control of the business remained in the hands of the same family until 
year A, when the control was purchased by a group of employees. Oper¬ 
ations have been conducted under the style of the Book Cloth Manufac¬ 
turing Corporation with the manufacturing plant located in Connecticut. 

The corporation has two subsidiaries. Control of the first subsi¬ 
diary, the Bleachery & Finishing Co., Inc., also located in Connecticut, 
was acquired 7 years ago. This concern bleaches and finishes all the 
grey cotton cloth purchased in the open market and used by the parent 
company. The subsidiary is in a very extended financial condition, 
operating with a deficit in tangible net worth of $173,624. It is kept 
in existence by advances from the parent company, which totaled 
$546,822 at the end of year A, The deficit in the tangible net worth 
and the advances are washed out in the consolidated balance sheets 
which the management releases on the financial condition of the parent 
corporation and the two subsidiaries. This subsidiary is wholly owned. 

A 75 per cent interest was acquired 3 years ago in the second sub¬ 
sidiary, Book Mills, Inc., located in South Carolina. This enterprise 
has been operated profitably and its affairs are in healthy shape. At 
this plant specialty cotton cloth is woven. This subsidiary operates 
on its own responsibility and receives no advances from the parent com¬ 
pany. The minority interest representing the one-quarter interest in 
this mill owned by others, is carried at $56,808 in the consolidated balance 
sheet of the parent corporation and the two subsidiaries in year C, at 
$56,005 in year J5, and at $66,864 in year A, 

The comparative consolidated financial conditions of the Book Cloth 
Manufacturing Corporation and its two subsidiaries for the last three 
consecutive years appear in Schedule 47. These figures disclose several 
rather unusual and interesting situations. 

During 6 of the 7 years preceding year C, consolidated operations 
were conducted unprofitably. Over this period, it became increasingly 
difficult for the Book Cloth Manufacturing Corporation to obtain bank 
loans on its straight unsecured note without the endorsements of the 
owners of the business. Although the owners were willing to lend funds 
directly to the business itself, they did not care to endorse bank bor¬ 
rowings. These owners extended loans on an open-account basis, 
gradually increasing in amount to $275,000 in year D. At this point 
it was decided to fund the loans over a period of years, $5,000 to mature 
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[Schedule 47] Book Cijoth Manotactubino Cobporation 

Comparative Consolidated Figures for Years Ended September 30, 19— 



(C) 

Three Years 
Ago 

{B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 




Cash. 

$ 29,169 

$ 18,347 

$ 18,942 

Notes Receivable. 


1,070 

1,387 

Accounts Receivable. 

11,954 

19,916 

7,754 

Due from Factor. 

80,533 

61,445 

252,497 

Inventory. 

781,344 

735,526 

699,745 

Current Assets . 

$ 90.3,000 

$ 836,304 

$ 980,325 

Fixed Assets, Net. 

966,427 

955,068 

917,305 

Investments. 

492 

350 

350 

Miscellaneous Receivables. 

31,565 

29,249 

23,749 

Prepaid Expenses. 

13,877 

9,411 

4,962 

Good Will. 

100,000 

100,000 

100,000 

Trade-marks. 

58,960 

58,932 

58,932 

Total. 

S2,074,321 

$1,989,314 

$2,085,623 

Liabilities 




Notes Payable for Machinery.... 

$. 

$. 

$ 6,000 

Accounts Payable. 

214,814 

192,322 

163,902 

Accruals. 

48,978 

28,224 

24,735 

Deferred Notes Payable—Cur¬ 




rent Maturity. 

20,000 

20,000 

20,000 

Current Liabilities . 

$ 283,792 

$ 240,546 

$ 214,637 

Reserves for Contingencies. 

22,000 

22,000 


5% First Mortgage Bonds. 



800,000 

Real Estate Mortgage. 

25,000 

25,000 

25,000 

Deferred Notes Payable. 

235,000 

215,000 

195,000 

Total Liabilities . 

$ 565,792 

$ 502,546 

$1,234,637 

Minority Interest. 

56,808 . 

56,005 

66,864 

Common Stock. 

1,150,000 

1,150,000 

7,000 

Capital Surplus. 



343,000 

Earned Surplus. 

301,721 

280,763 

434,122 

Total . 

$2,074,321 

$1,989,314 

$2,085,623 

Net Working Capital . 

$ 619,208 

$ 595,758 

$ 765,688 

Current Ratio . 

3.18 

3.48 

4.57 

Tangible Net Worth . 

$1,292,761 

$1,271,831 

$ 625,190 

Net Sales. 

$2,984,508 

$3,968,531 

$4,426,952 

Net Profit. 

{L)13,606 

\L)20,958 

153,359 

Dividends. 

None 

None 

None 
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quarterly during each succeeding year until the entire amount was paid. 
This item appears as Deferred Notes Payable in the comparative figures 
ranging from $235,000 in year C to $195,000 in year A, bearing interest 
at 4 per cent per annum. Each balance sheet includes the $20,000 due 
quarterly in the ensuing year in the current liabilities. 

In the early part of year A, several of the employees decided to 
attempt to acquire control of the business. They believed that they 
could operate the enterprise for themselves more profitably than the 
absentee owners had been able to operate. Among themselves they 
were able to collect a pool of cash of an undisclosed amount. They went 
to the owners, offering this cash as a down payment for the entire out¬ 
standing capital stock, the balance of the purchase price to be an issue 
of 5 per cent first mortgage bonds to run for 15 years but with serial 
maturities to begin within 3 years, the serial maturity to be a minimum 
of $50,000 but to be increased by a certain fixed percentage of net earnings. 

The sale of the entire outstanding capital stock was made on this 
basis. The common stock of $1,150,000 in year C and year B now became 
an issue of first mortgage bonds of $800,000, common stock of $7,000, 
and capital surplus of $343,000. By this change $800,000 of the tangible 
net worth in year B became a definite fixed liability of the same amount 
in year A with immediate yearly interest charges of $40,000. The new 
owners realized what an added obligation the business was assuming 
but they felt that more than the $40,000 could be saved by the elimina¬ 
tion of unprofitable lines, by a reduction in personnel, b}^ a gradual 
strengthening in prices, and by more efficient production methods. 

In addition to this issue of first mortgage bonds aggregating $800,000 
and deferred notes payable of $195,000, the figures as of year A disclose 
a real estate mortgage of $25,000, or total slow liabilities of $1,020,000. 
The mortgage was on one piece of the plant property, bore interest at 
the rate of 5 per cent per annum, and was due 6 years in the future. 

In year E the business had been very heavily indebted to the owners 
for loans. Arrangements had been made with a factor at that time to 
check the credits, and to guarantee and cash the sales. ^ Under this 
arrangement, receivables as created were immediately sold to the 
factor without recourse and the corporation received cash for its sales 
without any delay. This arrangement is quite typical in various divi¬ 
sions of the textile industry. The item Due from Factor, which amounted 
to $80,533 in year C, $61,445 in year B, and $252,497 in year A, repre¬ 
sented cash for the sale of receivables without recourse w^hich was still 
in the hands of the factor and which could be drawn on a moment’s 

* For a brief history of factors and the evolution in their method of operations, 
particularly during recent years, see The Sinews of American Commerce, by Roy A. 
Foulke, pp. 185-191 (Dun & Bradstreet, Inc., New York, 1941). 



406 


INTERNAL ANALYSES OF BALANCE SHEETS 


notice. The sale of receivables to a factor is a very different financing 
arrangement from the discounting of notes receivable with a finance 
company, as the sale is made without recourse and there is no contingent 
liability such as exists with the discounting of notes receivable. 

The tangible net worth represented the sum of the outstanding com¬ 
mon stock and earned surplus in year C and year J5, and of the common 
stock, capital surplus, and earned surplus in year 4, less good will 
carried at $100,000 in each of the consolidated balance sheets, and trade¬ 
marks carried at $58,960 in year C and at $58,932 in year B and in 
year A, 

For year C the consolidated profit and loss statement disclosed a loss 
of $13,505, and for year B a loss of $20,958. For year Ay a very sub¬ 
stantial net profit of $153,359 was recorded. The profits for year A 
together with the earned depreciation on the fixed assets brought about 
a very material increase in the net working capital from $595,758 in 
year B to $765,688 in year A, Now let us examine the relationship 
between the net sales and the tangible net worth over these 3 years: 

Year C Year B Year A 

Net Sales. $2,984,508 $3,968,531 $4,426,952 

Tangible Net Worth. 1,292,761 1,271,831 625,190 

Ratio of Net Sales to Tangible Net 

Worth. 2.31 3.12 7.08 

For year C, net sales amounted to $2,984,508 on a tangible net worth 
of $1,292,761, giving a turnover of 2.31 times. During year By the net 
sales increased to $3,968,531 or 32,9 per cent, while the tangible net 
worth decreased to $1,271,831, or 1.7 per cent. With the spread in 
these two figures the turnover for year B became 3.12 times. 

For year Ay the net profits amounted to $153,359. The change in 
capitalization had taken place as of April 1, so that interest for 6 months 
on the newly created issue of first mortgage bonds of $800,000, amount¬ 
ing to $20,000, had been charged to expense. Under the old capitaliza¬ 
tion the net profits for the year would thus have been $20,000 greater, 
or $173,359. If this $173,359 had been added to the tangible net worth 
of year B amounting to $1,271,831, the tangible net worth for year A 
under that capitalization would have been $1,445,190. With net sales 
of $4,426,952 the turnover of tangible net worth would have been 3.06 
times. 

The actual situation for year A was materially different. The net 
sales expanded to $4,426,952, the highest annual sales in the history 
of the business. To support this greater volume, the tangible net worth 
should have increased in proportion. However, it had actually decreased 
well over 50 per cent with the conversion of $800,000 of the tangible net 
worth into a funded liability. On the greatly reduced tangible net 
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worth of $626,190, the turnover was 7.08 times, out of all reasonable 
proportion for this line of business. 

Condensed Analysis .—In this case the investment item, amounting 
to $492 in year C, and to $360 in year B and in year A, carried no signifi¬ 
cance. This item represented a few shares of stock in two corporations 
in which the Book Cloth Manufacturing Corporation had been a creditor. 
These shares of stock had been received in reorganizations of the two 
corporations. 

The figures as of year C and year B both disclosed attractive cur¬ 
rent conditions. The current liabilities in both years were mpderate. 
In other respects, however, the figures of both years were heavy. In 
the first place, the inventory exceeded the net working capital. In the 
second place, the net depreciated value of the fixed assets represented 
74.8 per cent and 75.1 per cent of the respective tangible net worth. In 
the third place, operations had been conducted at a loss in 8 out of the 
preceding 10 years. 

Then the changes which have already been described took place in 
year A, and the financial condition was transposed overnight. As a 
result of the increase in net working capital and a reduction in inventory, 
the inventory was now in line. The current liabilities were low. Opera¬ 
tions were changed from the red to the black. Notwithstanding these 
improvements, four other relationships were now so very much out of 
line that the business was in a very critical financial condition. The 
fixed assets were 46.7 per cent in excess of the tangible net worth. 
Funded obligations aggregated the substantial sum of $1,020,000 and 
were materially greater than the net working capital. Total liabilities 
amounted to $1,234,637 and were almost twice as large as the tangible 
net worth. Finally, the turnover of tangible net worth was 7.08 times 
as compared with a normal turnover of 2.75 to 3.00 times for this type 
of operations. 

The consolidated financial condition as of year A was so mixed up 
that it would be difficult to unscramble. In the two preceding cases 
studied in this chapter, overtrading was the clear explanation of the 
unbalanced condition, and the solution was a reduction in the volume 
of net sales to reasonable limits. The problem here was quite different. 
If the financial capitalization had been the same in year A as in year B, 
the volume of $4,426,952, while a trifle heavy, could have been carried 
by the tangible net worth of $1,445,190. 

To decrease the volume of business to the amount that should be 
handled by the reduced tangible net worth of $625,190 was not the sound 
solution here. Such a program would mean that the plants would be 
operated at a low percentage of capacity; the increased operating expenses 
would invite unprofitable operations. The basic solution really called 
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for the investment of at least $1,000,000 in cash in capital stock. Of 
that sum $800,000 should be used to pay off the first mortgage bonds, 
and the remaining $200,000 to increase the working capital. This 
solution was not a feasible one, as the new owners did not have the tunds 
and they did not want outside interests in the business. 

With the financial condition so obviously unbalanced in year -4, there 
is just a bare chance that this enterprise may be pulled out of the hole 
over a period of many years by exceptionally keen, aggressive, economical 
management. Every penny that can be saved must be saved and be 
used to reduce liabilities. There is absolutely no chance for dividends. 
The $1,000,000 needed today to put the business in sound shape must be 
earned. That will be an extremely difficult job with expenses higher 
than competitors’ to the extent of the interest and amortization on the 
funded obligations, and to the extent that the depreciation must be 
earned on the excessive amount of the fixed assets. 

TYPICAL RATIOS OF NET SALES TO TANGIBLE NET WORTH 

From the gross income, that is, the actual receipts from the net sales 
of a business, come the funds to repay bank loans, to pay merchandise 
invoices, salaries, wages, rent, light, heat, transportation, insurance, and 
other expenses. Net sales are to a business enterprise what oxygen is 
to the human being. They both support life. A very material increase 
in the volume of net sales has the same effect upon the business organism 
as an increase in the quantity of inhaled oxygen has upon the human 
organism. The business operates with greater profits and effectiveness, 
operations are speeded up, but the apparent ease of accomplishment 
is based upon a strain that must be kept in delicate balance. The more 
net sales expand above a certain point, the greater the strain becomes. 
That strain is measured by two valuable comparisons, one of net sales 
to tangible net worth discussed in this chapter, and the other of net 
sales to net working capital discussed in the following chapter. 

What is meant by the delicate balance” that controls the strain 
when a concern is transacting a heavy volume of business? Merely 
the relationship between the income and the outgo of funds. The lapse 
of time between the day when funds are taken in and the day when 
those same funds are disbursed is very short, and nothing can disturb 
that balance without having a vital effect upon the business. 

The operation of a commercial or industrial business enterprise 
which is trading heavily is based upon an anticipated volume of business. 
Forward commitments invariably are placed for its requirements of 
raw material or finished merchandise to be shipped at some near future 
date. If anticipated orders now fail to materialize; if certain important 
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orders already confirmed and on the books are canceled and for business 
reasons the cancellations must be accepted; if a strike occurs in a plant 
and the inventory continues to pile up with the receipt of raw material; 
if any unexpected factor happens to materialize and to last for a period 
of 1 to 3 months, then the liabilities, already heavy, must continue to 
expand just at the time when the income to meet these larger obligations 
is rapidly dropping. That is an almost ideal combination for financial 
embarrassment. Funds to meet the increasing liabilities are lacking. 

Small business enterprises have a better chance of getting away with 
overtrading than larger concerns. The resources of small concerns may 
be managed more readily, the problems are smaller and less widely 
scattered, the decisions are less important, the necessary controls are 
fewer, and the knowledge of the business is greater. Overtrading 
becomes increasingly hazardous as size mounts. 

The momentum of a concern that is overtrading carries the business 
forward on its path in the same way that a moving automobile continues 
to plunge ahead notwithstanding pressure on its brakes. The faster a 
business concern is moving, the more chance there is for vital mistakes, 
and the more difficult it is to change its direction. Speed is a difficult 
reality to control. The greater the speed, the greater the possibility 
of a critical accident! 

Maxim 

As with the ratio of net sales to inventory, no broad maxim can be given 
as a guide to the safe limits of the ratio of net sales to tangible net worth. 
As a general rule, if this ratio is more than twice as large as the median 
for the particular division of commerce or industry, as given in the 
schedule at the end of this chapter, the analyst may well feel that over¬ 
trading is taking place. 

Schedule 48 lists the typical ratios of net sales to tangible net worth 
for 42 divisions of manufacturing, 21 of wholesaling, and 7 of retailing 
each year for the 5 years from 1943 to 1947 inclusive, with a 5-year 
arithmetical average for each division. The ratio of net sales to tangible 
net worth for any of these lines of activity, to disclose undertrading, 
would probably be below the figure representing the lower quartile in 
the table in the Appendix. 

Packers of meats and provisions with a 5-year average of 7.64 times 
have the highest turnover of tangible net worth among the manufacturing 
lines; manufacturers of women’s coats and suits are second with a ratio 
of 6.42 times; and manufacturers of rayon, silk, and acetate dresses are 
third with a ratio of 6.07 times. The lowest ratio of net sales to tangible 
net worth among manufacturers is disclosed by the integrated petroleum 
operators with their tremendous investments, with a 5-year average of 
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[Schedule 48] Ratios op Net Sales to Tangible Net Worth 


Number of Times 


Lines of Business Activity 



Median 



Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Manufacturers 

Airplane Parts and Accessories. 

6.15 

6.84 

4.29 

1.66 

2.20 

4.23 

Automobile Parts and Accessories. 

4.73 

4.39 

3.87 

2.92 

2.84 

3.75 

Bakers. 

4.82 

5.02 

4.35 

4.32 

4.25 

4.49 

Bedsprings and Mattresses. 

2.25 

2.40 

2.43 

3.00 

3.91 

2.80 

Breweries. 

2.01 

2.18 

2.11 

3.02 

2.94 

2.45 

Chemicals, Industrial. 

2.15 

3.30 

2.53 

2.40 

1.94 

2.46 

Cigars. 

2.12 

2.49 

3.62 

2.67 

2.18 

2.62 

Clothing, Children’s Dn^sses and Wash 
Suits. 

7.88 

7.92 

7.00 

4.40 

4.93 

6.43 

Clothing, Men’s and Boys’. 

4.51 

4.47 

3.93 

4.47 

4.18 

4.31 

Coats and Suits, Women’s. 

8.03 

6.67 

5.93 

5.20 

6.26 

6.42 

Confectionery. 

4.25 

2.99 

3.47 

2.54 

3.59 

3.37 

Contractors, Building and CConstruction 

5.55 

3.86 

7.06 

4.57 

4.78 

5.16 

Cotton Cloth Mills. 

3.10 

3.50 

3.36 

3.30 

2.80 

3.21 

Cotton Goods, Converters. 

Curtains, Draperies, and Bedspreads. . . 

4.04 

4.16 

2.90 

2.12 

3.45 

3.33 

3.90 

3.55 

3.64 

4.26 

3.39 

3.75 

Dresses, Rayon, Silk, and Acetate. 

7.42 

6.56 

5.57 

5.19 

5.63 

6.07 

Drugs. 

2.64 

2.67 

2.58 

2.65 

2.26 

2.56 

Electrical Parts and Supplies. 

4.96 

3.82 

2.96 

2.98 

2.88 

3.52 

Foundries. 

3.87 

3.69 

2.97 

2.42 

2.69 

3.13 

Fruits and Vegetables, Canners. 

3.97 

5.08 

5.23 

3.63 

2.53 

4.09 

Fur Garments. 

3.39 

2.83 

2.51 

3.12 

2.88 

2.95 

Furniture. 

2.79 

2.80 

2.58 

2.59 

3.20 

2.79 

Hardware and Tools. 

4.44 

4.02 

2.73 

2.35 

2.60 

3.23 

Hosiery. 

3.05 

3.49 

3.27 

2.42 

2.57 

2.96 

Leather Garments. 

5.92 

4.06 

3.31 

3.29 

2.72 

3.86 

Luggage, Leather. 

5.46 

4.06 

2.78 

3.52 

3.14 

3.79 

Machinery, Industrial. 

3.73 

3.68 

2.42 

2.56 

2.56 

2.99 

Meats and Provisions, Packers. 

8.01 

7.84 

5.92 

6.91 

9.53 

7.64 

Metal Stampings. 

3.83 

4.57 

3.01 

2.40 

2.96 

3.35 

Outerwear, Knitted. 

5.10 

4.93 

4.62 

4.29 

3.10 

4.41 

Overalls and Work (Clothing. 

3.50 

3.86 

3.41 

4.54 

4.08 

3.88 

Paints, Varnishes, and Lacquers. 

2.58 

2.93 

2.45 

3.34 

3.52 

2.96 

Paper. 

1.63 

1.47 

1.62 

1.85 

2.13 

1.74 

Paper Boxes. 

2.78 

2.44 

2.62 

3.32 

2.53 

2.74 

Petroleum, Integrated Operators. 

1.12 

2.19 

1.28 

1.56 

1.85 

1.60 

Printers, Job. 

2.53 

3.24 

2.41 

2.38 

3.58 

2.83 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

4.95 

4.98 

2.97 

4.29 

2.86 

4.01 

Shirts, Underwear, and Pajamas, Men’s 

4.54 

4.85 

4.85 

4.16 

4.72 

4.62 

Shoes, Women’s and Children’s. 

4.64 

3.69 

4.74 

3.23 

4.50 

4.16 

Soft Drinks and Carbonated Water, 
Bottlers. 

3.47 

2.31 

2.55 

3.60 

1.76 

2.74 

Steel, Structural Fabricators (Sell on 
Short Terms). 

3.01 

2.88 

2.25 

1.97 

3.06 

2.63 

Stoves, Ranges, and Ovens. 

2.55 

3.04 

2.08 

2.64 

2.82 

2.63 
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Ratios op Net Sales to Tangible Net Worth.— {Continued) 

[Schedule 48.—(Con/.)] 


Number of Times 


Lines of Business Activity 



Median 



Five- 

year 

Average 


1943 

1944 

1945 

1946 

1947 

Wholesalers 

Automobile Parts and Accessories. 

3.81 

3.99 

3.92 

4.28 

4.07 

4.01 

Butter, Eggs, and Cheese. 

8.80 

8.77 

9.42 

12.03 

9.72 

9.75 

Cigars, C/igarottes, and Tobacco. 

17.40 

15.40 

13.02 

13.74 

13.70 

14.65 

Drugs and Drug Sundries. 

4.82 

5.05 

5.40 

5.84 

6.22 

5.47 

Dry Goods. 

5.21 

4.06 

3.41 

4.00 

4.11 

4.16 

Electrical Parts and Supplies. 

3.58 

3.71 

4.10 

6.10 

6.04 

4.71 

Fruits and Produc.e, Fresh. 

12.42 

10.70 

11.47 

11.62 

9.72 

11.19 

Furnishings, Men’s. 

4.39 

2.68 

3.61 

3.59 

3.05 

3.46 

Gasoline and Lubricating Oil. 

3.78 

4.71 

4.67 

3.19 

5 38 

4.35 

Groceries. 

6.34 

7.19 

6.30 

8.51 

7.83 

7.23 

Hardware. 

2.73 

2.77 

2.57 

3.77 

4.01 

3.17 

Hosiery and Underwear. 

3.74 

2.82 

2.57 

3.83 

4.27 

3.45 

Lumber. 

4.87 

4.62 

3.02 

3.32 

8.58 

4.88 

Meat and Poultry. 

7.22 

9.15 

5.29 

7.15 

8.96 

7.55 

Outerwear, Knitted. 

5.92 

4.32 

3.97 

4.72 

3.59 

4.50 

Paints, Varnishes, and Lacquers. 

Paper. 

1.84 

2.46 

2.87 

4.69 

3.22 

3.02 

4.69 

4.64 

4.38 

4.35 

4.33 

4.48 

Plumbing and Heating Supplies. 

2.55 

3.08 

3.43 

4.57 

4.74 

3.67 

Shoes, Men’s and Women’s. 

Wines and Liquors. 

4.03 

4.22 

4.20 

6.64 

5.00 

4.82 

6.88 

7.47 

6.69 

9.37 

6.60 

7.40 

Women’s Wear, Coats, Suits, and 







Dresses. 

6.48 

6.73 

6.50 

4.58 

3.18 

5.49 

Retailers 







Clothing, Men’s and Boys’. 

2.86 

2.85 

2.77 

2.65 

2.65 

2.76 

Department Stores. 

3.01 

3.52 

3.43 

3.34 

3.86 

3.43 

Furniture. 

2.17 

1.84 

2.10 

2.18 

2.50 

2.16 

Furniture, Installment. 

1.49 

1.55 

1.84 

1.86 

2.01 

1.75 

Lumber. 

1.45 

1.82 

2.44 

2.36 

2.64 

2.14 

Shoes, Men’s and Women’s. 

3.96 

3.70 

4.26 

4.23 

4.27 

4.08 

Women’s Specialty Shops. 

4.63 

4.14 

3.68 

3.43 

3.40 

3.86 


l.GO times, followed by manufacturers of paper with a ratio of 1.74 
times, and breweries with 2.45 times. 

Wholesalers as a class naturally have a faster turnover than manu¬ 
facturers or retailers. Wholesalers of cigars, cigarettes, and tobacco 
with a 5-year average ratio of net sales to tangible net worth of 14.65 
times lead the parade. Wholesalers of fresh fruits and vegetables with 
a 5-year average ratio of 11.19 are second, and wholesalers of butter, 
eggs, and cheese with a 5-year average of 9.75 times come third among 
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wholesaling lines. The slowest turnover of tangible net worth among 
wholesalers is furnished by wholesalers of paints, varnishes and lacquers 
with 3.02 times, followed by wholesalers of hardware with 3.17 times. 

The highest ratio of net sales to tangible net worth among retailers 
is shown by retailers of men’s and women’s shoes with a 5-year average 
of 4.08 times, and the lowest by retail installment furniture stores with 
1.75 times. 


THEORY AND PROBLEMS 

1. What information would you expect to obtain from the relationship of net sales to 
tangible net worth? 

2. Compute the ratio of net sales to tangible net worth of the following two business 
enterprises: 

Company A Company B 

Net Sales. $423,620 $561,432 

Total Assets. 360,140 480,670 

Intangible Assets. 50,100 1 


Total Liabilities. $155,622 $378,462 

Does the higher ratio indicate which of these two business enterprises is using its 
assets with greater efficiency, its investment in the business with greater efficiency, or 
both, or neither? Explain. 

3, Describe what is meant by overtrading; by undertrading. 

4. What is an indication of overtrading; of undertrading? Give two solutions to a 
financial condition characterized by overtrading. 

6. Are liabilities light or heavy in cases of overtrading? Explain your answer. 

6. Determine the ratio of net sales to tangible net worth of the Wholesale Hosiery 
Co., Inc., from the following figures and give your interpretation of the trend: 

Year C Year B Year A 

Net Sales. $226,710 $310,886 $401,972 

Tangible Net Worth. 67,264 71,790 76,687 

7. The audited figures of Style Dress Manufacturers, Inc., for the past three fiscal 
years have been posted on a comparative statement page. These figures are given 
on page 413. You are an industrial engineer. These figures have been turned over 
to you for your analysis and criticism. The management is anxious to obtain from 
you an objective toward which its financial condition should be headed. Give your 
interpretation of the following ratios for each year and the trend of each of these ratios 
over the 3 years. Sales are made on terms of 8 per cent discount on the tenth of the 
following month: 

a. Current assets to current liabilities 
h. Current liabilities to tangible net worth 

c. Fixed assets to tangible net worth 

d. Net sales to inventory 

€. Inventory to net working capital 
/. Average collection period 
g. Net sales to tangible net worth 
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Style Dbess Manupacturbks, Inc. 
Comparative Figures for Years Ended October 31, 19— 



(C) 

(B) 


U) 


Three Years 

Two Years 

One Year 


Ago 

Ago 


Ago 

Assets 





Cash. 

. $ 4,607 

$ 7,134 

s 

13,562 

Accounts receivable. 

. 33,282 

78,290 


71,366 

Merchandise. 

. 56,202 

105,461 


87,655 

Current Assets . 

. $ 94,091 

$190,885 

$ 

172,573 

Fixed Assets_. 

. 35,328 

35,331 


43,828 

Miscellaneous Receivables. 

. 15,484 

7,657 


10,913 

Prepaid Assets. 

. 101 

538 


1,118 

Total. 

. $145,004 

$234,411 

L 

228,432 

Liabilities 





Notes Payable. 

Bills Payable to Officers. 

.... $. 

$. 

$ 

7,500 

2,590 

71,845 

Accounts Payable. 

.... 32,778 

92,055 

16,368 


Accruals. 

9,551 


11,479 

Reserves. 


4,000 


2,000 

Current Liabilities . 

.... $ 42,329 

$112,423 

r 

95,414 

Reserves for Depreciation. 

... 25,971 

27,146 


27,961 

Preferred Stock. 

.... 27,000 

27,000 


27,000 

Common Stock and Surplus. 

.. . 49,704 

67,842 


78,057 

Total. 

.... $145,004 

$234,411 

L 

228,432 

Net Working Capital . 

... $ 51,762 

$ 78,462 

$ 

77,159 

Current Ratio . 

2.22 

1.70 


1.81 

Tangible Net Worth . 

.... $ 76,704 

$ 94,842 

$ 

105,057 

Net Sales. 

.... $414,242 

$640,000 

$1,302,000 

Net Profits. 

22,577 

18,138 


10,215 

Dividends. 

.... None 

None 


None 


8. The following audited balance sheet was rendered in an annual report by the Candy 
Manufacturing Corporation to its stockholders. The accompanying profit and loss 
statement disclosed net sales for the year of $2,434,000. These sales were made on 
terms of 2 per cent discount in 10 days, net 30 days. As a substantial stockholder 
you are interested in analyzing these figures to ascertain the basic condition of the 
corporation. Post the figures on a columnar sheet of paper and make the following 
computations: 

a. Net working capital 

b. Tangible net worth 

c. Current ratio 

d. Ratio of current liabilities to tangible net w^orth 

c. Ratio of fixed assets to tangible net wortli 

/. Ratio of net sales to inventory 
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g. Ratio of inventory to net working capital 

h. Average collection period 

i. Ratio of net sales to tangible net worth 

Interpret each of the above ratios for a manufacturer of confectionery. 


Candy Manufacturing Corporation 
Balance Sheet, December 31, 19— 
Assets 


Current Assets 

Cash. 

Accounts receivable— Less: Reserve for doubtful accounts 

Customers. $ 

Others. _ 

Inventories (at cost or market, whichever is lower). 


226,915 

1,448 


Total Current Assets. 

Investments 

Real estate mortgages ($74,925.91 in default of interest 


and/or principal). $ 105,806 

Real estate acquired through foreclosure of mortgages.... 100,017 

$“~~205,823 

Less: Reserve for possible losses. 173,884 

$ 31,939 

Cash surrender value of life insurance policies. 148,062 

Stocks and notes. 11,086 

Deferred C/harges. 

Fixed Assets 

Land, buildings, machinery, and equipment at cost. $4,721,297 

Less: Reserve for depreciation and reduction of cost 

values. 3,472,544 

Trade-marks and Good Will. 


Liabilities and Capital 


Current Liabilities 

Accounts payable.^. 

Accruals aiul Reserves 

Salaries and commissions. $ 28,746 

Real estate and personal property taxes. 23,676 

Federal income taxes. 33,625 

Other accruals and reserves. 28,887 

Total Current Liabilities. 

Reserve for Prior Years’ Taxes. 

Capital Stock Shares 

4% Cumulative preferred, $100 par value 

Authorized. 4,176 

Issued. 3,62l 

Less: In treasury. 454 

Outstanding. 3,167 

Common, $10 par value 

Authorized and issued. 88,518 

Less: In treasury. 850 

Outstanding. 87,668 

Consolidated Earned Surplus. 


$ 614,074 

228,363 

_709,114 

$1,5517551 


191,087 

35,863 


1,248,753 

_2 

$3,027,256 


$ 140,376 


114,934 
$ 255,310 
15,620 


316,700 


876,680 

1,562,946 

$3,027 , 256 































CHAPTER XV 

NET SALES TO NET WORKING CAPITAL 

It is not unusual to come across a situation where the ratio of net 
sales to tangible net worth is in satisfactory proportion, but the ratio 
of net sales to net working capital is quite excessive. Such a condition 
is the concomitant result of a top-heavy investment in fixed or slow 
assets, leaving a rather moderate net working capital position. As a 
business concern with this financial condition goes into the peak of its 
season, the relationship between net sales and net working capital 
becomes more and more exaggerated. Any reasonable volume of sales 
on a low or nominal net working capital condition gives relatively heavy 
current liabilities in relation to the current assets, and a consequent low 
current ratio. Where the portion of the tangible net worth invested in 
fixed or slow assets is reasonable, the ratio of net sales to net working 
capital parallels the ratio of net sales to tangible net worth, and if over¬ 
trading or undertrading exists, that condition is reflected simultaneously 
in both relationships. 

There is a tendency among analysts to follow one or the other of 
theses two ratios. The more thorough analyst, however, will follow 
both comparisons, as they are complementary and at times one will 
indicate a condition which is not quite so evident from the other. A 
high ratio of net sales to net working capital may be the result of 
overtrading, permanent or temporary, or may indicate the need of 
additional capital to support a structure unbalanced by top-heavy 
investment in fixed property. A careful study of the figures will always 
give the correct answer for the particular situation. A low ratio may 
be the result of undertrading, or may be a result of the fact that more 
funds are invested in a particular business enterprise than can be used 
to reasonable advantage. 

ILLUSTRATIONS OF RELATIONSHIPS 

The following three examples are illustrative of the importance of 
understanding the significance of the relationship between net sales and 
net working capital. The three situations are a Southern wholesaler 
of wines and liquors, a manufacturer of men^s shirts, and a manufacturer 
of woolen cloth. In the first two cases, the investments in fixed assets 
were heavy over the 3-year period. In the case of the manufacturer 
of woolen cloth, the investment in fixed assets became particularly heavy 
in year A, 
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Wholesaler of Wines and Liquors 

A wholesale business handling tobacco, drugs, and confectionery, with 
an authorized and paid-in capital of $10,000, was started in Atlanta, 
Ga., 16 years ago. From the inception of the business, the distribution 
of tobacco and tobacco products became far more important than either 
drugs or confectionery. Ten years ago, when the tangible net worth 
had been increased to approximately $38,000, the concern began to 
distribute wines and liquors. Witliin 2 years this division of the business 
became the most important. Eight years ago, the name was changed to 
Wholesale Liquor Distributors, Inc., and the authorized capital, all 
common stock, was increased to $100,000, of which $90,000 is now 
paid in. 

At the present time exclusive distribution rights are held to certain 
nationally advertised brands of wines, liquors, and beer. In year A, 
less than 10 per cent of the annual volume of business was represented 
by the sale of tobacco, drugs, and confectionery. Comparative figures 
for the past three fiscal periods appear in Schedule 49. 

An increasing volume of net sales was handled each year over the 
3-year period. For year C, the net sales amounted to $2,650,522 and 
on this volume a net profit of $6,194 was earned. For year £, the net 
sales expanded to $2,882,433, an increase of 8.75 per cent, but the net 
profit dropped to $3,075. For year A , the net sales jumped to $4,583,313, 
an increase of 72.93 per cent when compared with the volume for year C. 
On these substantially expanded net sales, the net profits amounted to 
$49,861, materially greater than had ever been earned by this enterprise 
in any single previous year. 

It is very evident, in the light of Chap. XIV, that the Wholesale 
Liquor Distributors, Inc., had been overtrading for many years, and 
clearly so over this 3-year spread. On the net sales of $2,650,522 handled 
in year C, the ratio of net sales to tangible net worth was 23.29 times, 
for year JS, 24.66 times, and for year A, 21.14 times. 

How greatly this concern had been overtrading may readily be seen 
by the table at the end of Chap. XIV, showing the 5-year average 
ratio of net sales to tangible net worth of wholesalers of wines 
and liquors at 7.40, which is in the neighborhood of one-third the ratios 
disclosed by the figures of this wholesaler for any one of these 3 years. 

That the management was aware the business was handling an 
excessive volume of sales was evident from two policies. First, was the 
fact that no dividend? were declared over the 3 years, even in year A 
when net profits aggregated $49,861. The earnings over the 3 years 
totaled $59,130 and every single penny was retained in the business 
to support the heavy volume. Second, was the sudden jump in 
the outstanding common stock from $40,000 to $90,000 in year 



NET SALES TO NET WORKING CAPITAL 


417 


A. The reinvested net profits of $59,130 had been insulficient to 
support the expanding volume in year A, even though the management 
believed in overtrading. To support this sudden increase in sales, the 
management had put $50,000 additional funds in the business in the 
form of common stock; of this sum $25,000 represented actual cash and 
$25,000 represented stock taken in payment of funds due to officers. 


Wholesale Liquor Distributors, Inc. [Schedule 49] 

Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 

Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Curreni ABaets . 

$ 50,733 

8,604 
154,968 
144,751 
$ 359,056 

$ 123,692 
12,271 
275,422 
276,030 
$ 687,415 

$ 230,661 
24,262 
404,324 
391,029 
$1,050,276 

Fixed Assets, Net. 

Prepaid. 

53,449 

3,363 

58,533 

3,038 

56,592 

7,835 

Total. 

$ 415,868 

$ 748,986 

$1,114,703 

Liabilities 

Notes Payable for Merchandise. 

Due to Officers. 

Accounts Payable. 

Accruals. 

Reserve for Taxes. 

Current Liabilities . 

$ 40,610 

25,592 
218,447 
14,187 
3,158 
$ 301,994 

$ 78,650 

56,874 
464,849 
25,431 
6,233 
$ 632,037 

$ 275,990 
21,092 
545,697 
38,745 
16,369 
$ 897,893 

Common Stock. 

Surplus. 

Total. 

40,000 
73,874 
$ 415,868 

40,000 
76,949 
$ 748,986 

90,000 

126,810 

$1,114,703 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

$ 57,062 

1.19 
$ 113,874 

$ 55,378 

1.08 
$ 116,949 

$ 152,383 
1.17 

$ 216,810 

Net Sales. 

Net Profit. 

Dividends. 

$2,650,522 

6,194 

None 

$2,882,433 

3,075 

None 

$4,583,313 

49,861 

None 


If the common stock had not been increased the relationship of the net 
sales to the tangible net worth would have exceeded materially the 
21.14 times shown in year A. 

The typical concern in this line of business has approximately 6 
per cent of its tangible net worth invested in fixed assets. In the case 
of Wholesale Liquor Distributors, Inc., the percentage was materially 




























418 


INTERNAL ANALYSES OF BALANCE SHEETS 


greater. In year C, the net depreciated value of the fixed assets con¬ 
sisting of a warehouse, office furniture, fixtures, equipment, and a fleet 
of delivery trucks amounted to 46.9 per cent of the tangible net worth, 
in year J5, 50.1 per cent, and in year A, 26.1 per cent. The percentage 
change between year B and year A was due to the increase in the tangible 
net worth from the added $50,000 common stock, and the $49,861 of 
net profits retained in the surplus account. 

Because of the relatively large investment in fixed assets, the net 
working capital was considerably smaller than it should have been. The 
relationship between the net sales and the net working capital accord¬ 
ingly resulted in high turnovers: 

Net Sales. $2,650,522 $2,882,433 $4,583,313 

Net Working Capital. 57,062 55,378 152,383 

Ratio of Net Sales to Net Working 

Capital. 46.49 52.12 30.94 

While the net sales were expanding steadily and rapidly over these 
3 years, the net working capital was fluctuating. Between year C and 
year J?, the net working capital dropped from $57,062 to $55,378, not¬ 
withstanding the fact that the net profits of $3,075 had been retained 
in the business. This drop was occasioned by an increase in the net 
depreciated value of the fixed assets from $53,449 to $58,533 in year B 
when several new delivery trucks had been purchased. In year A, the 
net working capital came into its own by a terrific expansion to $152,383 
as the new funds, both earned and invested, were largely retained in 
current assets. 

In year C, the ratio of net sales to net working capital was 46.49 times. 
In year J5, this ratio increased to 52.12, and then in year A dropped to 
30.94 on the enlarged net working capital. That the ratio for each of 
these 3 years was very much out of line is evident from the fact that the 
5-year average of the median ratio for this line of business was 9.67 
times, with a high of 10.60 in 1946 and a low of 8.36 in 1947. Even the 
75th percentile for 1947 as shown in the Appendix was only a fraction of 
the ratios shown by this enterprise. 

Condensed Analysis .—^As we learned in the last chapter, overtrading 
results in heavy current liabilities. That situation was only too true 
here. The ratio of current assets to current liabilities was 1.19 times 
in year C, 1.08 in year B, and 1.17 in year A, all exceptionally low ratios, 
because of the heavy liabilities. The same fact is emphasized by the 
relationship of the current liabilities to the tangible net worth, ratios 
of 265.4 per cent, 540.2 per cent, and 414.2 per cent, respectively. 

The liabilities had been so palpably heavy that the depository bank 
would grant no loan. The lending officer who handled the account 
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was afraid that the concern might become financially involved at any 
time, and even if a loan was secured by the assignment of receivables or 
the pledge of warehouse receipts covering wines and liquors in a bonded 
warehouse, the risk was hardly worth the bother. Because of the lack 
of bank credit, some portion of the merchandise was paid by promissory 
notes running for 3 months. These notes amounted to $40,610 in 
year C, increased to $78,650 in year By and then expanded to the quite 
substantial sum of $275,990 in year A, 

A splendid turnover of the inventory had been consistently obtained. 
The relationship of the net sales to the inventory was 18.3 times, 10.5 
times, and 11.7 times, respectively. At the same time the inventory on 
each statement date was several times as large as the net working capital. 
On the basis of the existing volume it would be practically impossible to 
operate with a smaller inventory. The inventory had been taken on 
December 31, the time when it would normally be low and the receivables 
high for a wholesale distributor. 

In this situation the following seem to have been the high lights of 
the financial condition of the figures in year A, based on the volume of net 
sales of $4,583,313: The inventory was heavy compared with the net 
working capital; the net depreciated value of the fixed assets was about 
twice as large as normal for a concern of this size in this line of business; 
the current liabilities were exceptionally heavy from every viewpoint; 
and the net working capital was low. 

There are three answers to this situation. On the assumption that 
the volume of sales reached in year A would be maintained or increased 
only moderately in the immediate future, $250,000 or $300,000 addi¬ 
tional money could be invested in the business in the form of preferred 
or common stock. With this amount of new money the various relation¬ 
ships would still be a little below normal, but affairs would be in healthy 
shape and the business would be sound. The second answer would be to 
keep the present capitalization and reduce the\iet sales to a proportionate 
amount for this line, or down to between $1,750,000 and $2,000,000, that 
is, somewhat more than one-half. All items in the current liabilities 
would be reduced proportionately. The third answer would be to 
combine these two solutions in a proportionate manner, reducing the 
volume somewhat, depending upon how much new money could be 
obtained for investment in the business. 

As a practical matter, in a situation of this character, the volume is 
rarely reduced consciously. If funds are available, or can be obtained 
on terms which are satisfactory to the owners of a business, then such 
funds are often invested to support the growing operations. If no 
funds are available from any source to invest in preferred or common 
stocks, the owners generally go along their beaten path of overtrading, 



420 


INTERNAL ANALYSES OF BALANCE SHEETS 


often to end in financial trouble, but occasionally, when they have had 
the full support of creditors, to keep going and reinvesting profits until 
affairs are gradually worked into better shape. 

Manufacturer of Men’s Shirts 

A small enterprise with a paid-in cash capital of $15,000 was organized 
14 years ago in an eastern Pennsylvania city to manufacture men^s 
shirts under the name of Shirt Mfg. Co., Inc. The owner was a young 
man from New York who had spent six years as a salesman, and a very 
successful salesman, for a large corporation in this line of business. He 
was sure he could keep a small factory going with orders, and as the 
records show, he has been well able to keep a larger and larger factory 
constantly busy filling orders. His one purpose in life was sales, and 
from the measure of steadily increasing net sales, he has done well. 

As the businesss expanded, additional funds were invested from time 
to time in the corporation and a large part of the earnings were kept in 
the business. As of year A, operations were being carried on with a 
paid-in capital of $55,000 of 5 per cent cumulative preferred stock, 
$175,000 common stock, and a surplus of $110,199, giving a tangible 
net worth of $340,199. 

Over the years a wide variety of shirts had been designed. About 75 
per cent of the annual volume consisted of men\s dress shirts, and the 
other 25 per cent of spoi-t shirts, sport clothes, jackets, and summer 
ensembles. Sales gradually spread from a local Eastern market to 
national distribution into every state. 

The financial condition of this corporation has changed in many 
ways over the past three fiscal years. These figures are shown in 
Schedule 50. 

Here again, as with so many concerns that overtrade, net sales 
increased every year, from $1,277,675 in year C, to $1,518,494 in year B, 
and to $2,078,946 in year A. The net sales between year C and year A 
showed an increase of 62.7 per cent. Net profits disclosed a very satis¬ 
factory return for each year, $32,413 in year C, a drop to $19,971 in 
year B, and then spectacular profits of $58,108 in year A, All earnings 
were retained in the business to support the growing volume of sales. 

An interpretation of the financial condition of this business involves 
a clear understanding and explanation of several points that would be 
raised by a normal study of these comparative figures: (1) the policies 
responsible for the steady increase in dollars and in percentage of the 
tangible net worth, represented by the net depreciated value of the fixed 
assets; (2) the origin of the $55,000 of 5 per cent cumulative preferred 
stock and the increase of $100,000 in the common stock in year B; (3) 
the steady increase in the miscellaneous receivables; (4) the invest- 
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Shibt Mfg. Co., Inc. [Schedule 60] 

_ Comparative Figures for Years Ended December 31, 19— _ 

(C) ifi) (4) 

Three Years Two Years One Year 




Ago 


Ago 


Ago 

Assets 







Cash. 

% 

3,333 

$ 

7,787 

$ 

12,376 

Notes Receivable. 


10,064 


10,121 



Accounts Receivable. 


188,035 


240,113 


37,325 

Inventory. 


193,007 


186,666 


497,139 

Current Assets . 

% 

394,439 

$ 

444,687 

$ 

546,840 

Fixed Assets, Net. 


20,954 


61,066 


173,988 

Cash Value of Life Insurance.... 


2,847 


4,473 


6,127 

Miscellaneous Receivables. 


1,749 


4,840 


5,857 

Deferred Items. 


3,144 


2,332 


4,099 

Investment. 




4,000 



Due from Afiiliated Company. .. 



' 

28,923 



Total . 

L 

423,133 

r 

550,321 

L 

736,911 

Liabilities 







Notes Payable to Banks. 

$ 

79,000 

s 

135,500 

s 

5,000 

Notes Payable for Merchandise.. 

.. 



11,578 


42,932 

Other Notes Payable. 




1,692 


6,767 

Accruals. 


19,518 


6,273 


7,977 

Accounts Payable. 


110,865 


107,225 


56,375 

Due to Factor. 






151,944 

Reserve for Taxes. 


6,632 


5,962 


50,930 

Mortgage—Current Maturity- 






32,570 

Current Liabilities . 

V 

216,013 

r 

268,230 

r 

354,495 

Mortgages. 






42,217 

Total Liabilities . 

V 

216,013 

r 

268,230 

r 

396,712 

6% Cumulative Preferred Stock. 




55,000 


55,000 

Common Stock. 


75,000 


175,000 


175,000 

Surplus. 


132,120 


52,091 


110,199 

Total. 

V 

423,133 

L 

550,321 

r 

736,911 

Net Working Capital . 

$ 

178,426 

$ 

176,457 

$ 

192,345 

Current Ratio . 


1.82 


1.65 


1.54 

Tangible Net Worth . 

$ 

207,120 

$ 

282,091 

$ 

340,199 

Net Sales. 

SI: 

,277,675 

$1,518,494 

$2,078,946 

Net Profit. 


32,413 


19,971 


58,108 

Dividends. 


None 


None 


None 

ment item carried at $4,000 

in year 

By with the 

reason 

why it 


did not appear in year A ; (5) the item Due from Affiliated Company 


$28,923 in year B; (6) the reason why no notes receivables appeared in 
year 4, and why the accounts receivable were so greatly reduced; (7) 
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the item Due to Factor which suddenly appeared for the first time in 
year A and at the quite substantial figure of $151,944; and (8) the reason 
for the decrease between year B and year A in Notes Payable to Banls 
and an understanding of the basis on which these loans were obtained. 
Let us examine these points, one by one, in the order they have been 
mentioned. We shall find that explanations of certain items involve 
other items. 

The net depreciated value of the fixed assets amounted to $20,954 in 
year C, During the following year, this item had increased to $61,066 
and by the end of year A to $173,988, a very material increase. Not 
only did the net depreciated value of these assets steadily increase from 
year to year, but the increase was at such a rate that it represented each 
year a larger portion of the tangible net worth. In year C, for example, 
the fixed assets of $20,954 represented the very modest 10.1 per cent, 
in year B they had advanced to 21.6 per cent, and in year A, notwith¬ 
standing the handsome profits largely retained in surplus, to 51.2 per 
cent, slightly more than one-half the tangible net worth. During the 
last week of year B, the president of this concern had sold to the corpora¬ 
tion for $40,000 a shirt manufacturing plant that he had owned person¬ 
ally in a neighboring city; he took in payment, not $40,000 in cash, but 
$40,000 in 5 per cent cumulative preferred stock. The increase in the 
fixed assets from $20,954 in year C to $61,066 in year B was represented 
almost entirely by this one transaction. During year A, a new plant, 
the third now in operation, was constructed in another city at a cost 
of approximately $80,000. Finally, the plant of the affiliated company, 
valued at approximately $35,000, was taken over in a manner described 
a little later. In year C, at 10.1 per cent of the tangible net worth, the 
fixed assets were in splendid proportion; in year A, at 51.2 per cent, they 
absorbed an excessive portion of the tangible net worth and by so doing 
kept the net working capital relatively low for the high turnover of 
business. 

We have seen that $40,000 of the $55,000 outstanding 5 per cent 
cumulative preferred stock which appeared for the first time in the 
balance sheet for year B was issued in payment for a plant owned per¬ 
sonally by the president of the corporation. The remaining $15,000 
represented stock sold at par for cash to three interested local individuals. 
The increase in the outstanding common stock from $75,000 to $175,000, 
also in year B, represented the capitalization of $100,000 of the sur¬ 
plus account; not one penny represented new money. The surplus 
accordingly showed a decrease during that year, representing the differ¬ 
ence between this $100,000 and the earnings for the year of $19,971. 

The miscellaneous receivables amounted to the nominal sum of $1,749 
in year C. By the end of year B, the item had grown to $4,840 and 
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at the end of year A to $5,857. Even at $5,857 the item was relatively 
small but the upward trend represented a cause for inquiry. A con¬ 
tinuation of this trend would shortly involve a representative sum. The 
management explained that no single receivable in this item was greater 
than $425; that all items were due from employees, that little care until 
recently had been taken in handling these accounts, and that only 3 
months ago a plan calling for weekly or monthly payments on account 
had been instituted. By the end of the next fiscal year, the item would 
be materially smaller. 

The item of Investment carried at $4,000 in year B represented a 50 
per cent stock interest at cost in a corporation engaged in manufacturing 
a line of men^s pajamas. This enterprise was financed by cash advances 
from the Shirt Mfg. Co., Inc. These advances at the end of year B 
amounted to $28,923 and represented the item Due from Affiliated Com¬ 
pany, This affiliated concern was operating unprofitably. In year A, 
the Shirt Mfg. Co., Inc., purchased the other 50 per cent stock interest 
and then dissolved that corporation, merging its assets and liabilities 
with its own. In this process the Shirt Mfg. Co., Inc., acquired the plant 
of this affiliated concern, valued at approximately $35,000; simultane¬ 
ously the investment item and the amount due from the affiliated 
company were eliminated. 

It is one of the cardinal principles of banking, that when a concern 
borrows from two or more commercial banks or trust companies all 
loans shall be on the same basis so that each bank will share equally with 
the others in case of financial difficulties. This principle meant very 
little to the management of this concern, as up to year B loans from one 
bank were on the straight unsecured note of the corporation, loans from 
another bank were secured by a mortgage on one of the plants, and loans 
from a third institution had been secured by the pledge of the cash sur¬ 
render value of life insurance and the assignment of part of the receiv¬ 
ables. In other words, to obtain sufficient credit to overtrade and still 
not run slow in meeting trade bills for the purchase of cotton piece goods, 
bank credit was obtained in any and every possible way; and even this 
amount of bank credit was insufficient. It became necessary to pay 
for some merchandise with promissory notes; such notes amounted to 
$11,578 in year J5, and to $42,932 in year A, In this predicament, the 
management finally made arrangement to do business with a factor. 
Notes and accounts receivable for the sale of merchandise as they arose 
were now sold without recourse to the factor. With these funds bank 
loans were reduced to $5,000 in year A, and shortly afterward that 
$5,000 was retired. It was as a result of these new factoring arrange¬ 
ments that no notes receivable appeared in the balance sheet for year A, 
and the accounts receivable were reduced from $240,113 to $37,325. 
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In the liabilities for year A there now appeared an item Due to Fuctor 
amounting to $151,944. Such an item rarely appears in the financial 
statement of a concern being factored, as receivables are generally sold 
without recourse. Factors, however, at times do lend against the pledge 
of merchandise and under such an arrangement a liability to a factor 
would appear in the liabilities side of the balance sheet. When this 
item was investigated it was learned that no merchandise was pledged 
to secure this loan, but that the factor in a unique arrangement was 
extending credit for seasonal operations secured not by assets of the 
business, but partly by the pledge of $40,000 of the outstanding 5 per 
cent cumulative preferred stock, and $125,000 of the common stock in 
the name of the president, as well as buying the receivables outright, 
as is the customary practice, without recourse. 

With this background of constantly shifting changes in financial 
condition and make-up of the balance sheet, and the difficulty that the 
management had undergone in financing its operations, it is quite clear 
that the volume of business had been high in relation to the net working 
capital. Here is that relationship over the 3-year period: 


Year C Year B Year A 

Net Sales. $1,277,675 $1,518,494 $2,078,946 

Net Working Capital. 178,426 176,457 192,345 

Ratio of Net Sales to Net Working 

Capital. 7.16 8.61 10.81 


With net sales of $1,277,675 on a net working capital of $178,426 in 
year C, the ratio between these two items was 7.16 times. The 5-year 
average for manufacturers of shirts, underwear, and pajamas is 5.50 times. 
In year B, the net working capital decreased nominally to $176,457 
because of the relatively substantial increase in the fixed assets, the 
rise of the investment item, and the slow receivables of $28,923 due 
from the affihated company. With the expansion in net sales to $1,518,- 
494, the relationship between these two items rose to 8.61 times. In 
year A, the net working capital increased to $192,345, an increase of 
9.0 per cent, but the net sales expanded to $2,078,946, or 36.8 per cent. 
With the greater proportionate increase in net sales, the ratio with the 
net working capital continued to go up to 10.81 times, almost twice as 
large as the 5-year average of the median for this particular line of 
business. 

Condensed Analysis .—The condition of this concern in year A may 
be studied from two different angles: What should be the normal 
financial condition of a manufacturer of shirts with a tangible net worth 
in the neighborhood of $340,000, what volume of net sales should be 
sustained, what should be a typical amount of receivables, inventory, 
current assets, current liabilities, and fixed assets? Or, on the assump- 
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tion that net sales should be sustained around $,078,000, how much 
additional funds should be invested in the business to support this 
volume? 

The 5-year average for manufacturers of men^s shirts, underwear, 
and pajamas gives a turnover of tangible net worth of 4.62 times, and a 
turnover of net working capital of 5.50 times. On the basis of a tangible 
net worth of $340,199 and of a net working capital of $192,345, we would 
estimate normal annual net sales of $1,572,000 and $1,057,000, respec¬ 
tively, or an average volume between these two estimates of $1,315,000. 

The 5-year average of net sales to inventory in this line is 8.8 times 
which, on the basis of typical net sales of $1,315,000, would allow a 
year-end inventory of approximately $150,000. On the basis that the 
inventory would represent 68.7 per cent of the net working capital, we 
would have an inventory figure of $132,000. An average of these two 
estimated inventory figures would give a typical inventory of approxi¬ 
mately $141,000 for a concern in this line of business wdth a tangible net 
worth of $340,000 and net sales of $1,315,000. 

The actual inventory at the end of year A was $497,139. If the 
inventory were reduced to $141,000 on the smaller volume, the difference 
of $356,139 would be released. Part of this sum would be offset by 
receivables if the concern were operating without the services of a factor. 
How much? The receivables in year C disclosed an average collection 
period of 56 days and in year B, 63 days. If the receivables based on 
sales of $1,315,000 disclosed an average collection period of 60 days, 
they would amount to $220,000. The difference between the reduction 
in inventory of $356,139 and the increase in the receivables from $37,325 
to $220,000, or $182,675, w^ould provide increased cash of $173,464 to 
reduce current liabilities. On this basis the current assets consisting 
of cash of $12,376, receivables of $220,000, and inventory of $141,000 
would amount to $374,376, and the current liabilities to $181,031, which 
would give a current ratio of 2.07, quite appropriate and representing 
a satisfactory financial condition. 

A reduction in net sales from $2,078,946 to $1,315,000 would be a 
reduction of 36.4 per cent. In fact, the suggested normal sales would 
be lower than the actual net sales for either year B or year A. While 
this reduction from overtrading to a normal volume would almost auto¬ 
matically bring the current assets and the current liabilities into line, 
one problem would not be solved, the problem of the heavy fixed assets. 
The typical concern in this line has 9.3 per cent of its tangible net worth 
invested in fixed assets; on a tangible net worth of $340,199 that would 
amount to only $31,638. Instead of this sum, the Shirt Mfg. Co., 
Inc., in year A had almost six times this dollar amount, or actually 
$173,988 invested in fixed assets, representing 51.2 per cent of the 
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tangible net worth. As early as year S, the management had over- 
invested in fixed assets, and in year A the greatly expanded investment 
in plant facilities exaggerated this overbalance. The error in judgment 
had already been made. Little could be done about this feature unless 
part of the facilities could be sold from time to time. 

The second problem is the problem of pricing, which would need care¬ 
ful study and analysis. Prices presumably were set low on the large 
anticipated volume of overtrading; that policy certainly showed hand¬ 
some net profits, amounting to $58,108 in year A. If the volume of 
sales were consciously reduced so that the internal financial condition 
would be reasonably more stable, then it might be necessary, expedient, 
and practical to raise prices moderately. Without some such change, 
the net profits would greatly decrease and possibly evaporate. 

That is one way to analyze this picture. How about the other—on 
the assumption that the existing volume of $2,078,946 should be sus¬ 
tained, how much additional money should be invested in the business? 
With the typical 5-year average turnover of 4.62 times for the tangible 
net worth and 5.50 times for net working capital, the tangible net worth 
to support this volume of net sales would be $450,000, and the net work¬ 
ing capital would be $376,000. The difference between adequate tangible 
net worth of $450,000 and the actual tangible net worth of $340,199 is 
in the neighborhood of $110,000. The difference between the adequate 
net working capital of $376,000 and the actual net working capital of 
$192,345 is approximately $184,000. The average between these 
required sums, $110,000 and $184,000, would give $147,000, the amount 
of funds needed to be invested in the tangible net worth and kept in 
liquid assets to support the approximate existing volume of business. 

Whether additional funds of $147,000 could be raised and invested 
in the business, provided the management could be made to realize the 
practicability and desirability of a change in policies, is another problem. 
If the management could be so convinced or educated, then the other 
question to be answered would be whether the management had all or 
part of the necessary funds. If the management had no additional 
funds or only a portion of them, then it would be a question of selling 
either 5 per cent cumulative preferred stock or common stock to friends 
or to local businessmen interested and willing to put funds into the 
venture. 

Even on this basis the investment in fixed assets would be top-heavy. 
Fixed assets of $173,988 would represent 35.9 per cent of the enlarged 
tangible net worth of $487,199, a percentage materially higher than is 
typical in this line of business. 

As a matter of practical business judgment, the chances are 99 out 
of 100 that the management would not deviate one iota from the policy 
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it had pursued in operating this concern. Managements who overtrade 
are convinced in their own minds that a large volume of business is 
the only way to operate successfully—and by successfully they mean the 
maximum of profits in the immediate future, which is a different matter 
from the more far-sighted policy of the maximum profits over several 
years in the future. Overtrading puts great strains on operations, and 
these strains are disclosed by the unbalanced financial condition of the 
balance sheet. It is a real management that recognizes how crucial 
these strains are and operates accordingly; most managements realize 
only in a general way that a business is being operated under some dif¬ 
ficulty but they have no clear idea of the exact reason for the dif¬ 
ficulties until liabilities become so burdensome that financial embarrass¬ 
ment is around the corner. 

Manufacturer of Woolen Cloth 

Woolen Cloth Mills, Inc., was organized 37 years ago with a paid-in 
capital of $500,000 in the state of Rhode Island. Over the years the 
capitalization has been changed several times. At the end of year A, 
operations were being conducted on a paid-in capital of $198,000 six 
per cent cumulative preferred stock, $1,500,000 common stock, and a 
surplus of $1,925,619. Operations are centered in a series of plants 
located on an 80-acre plot of land, the mill buildings having an aggregate 
floor area of 1,000,000 square feet. Approximately 2,000 employees are 
on the pay roll when the mill is operating at capacity. 

Products consist of woolen piece goods for men^s and boys’ suits, 
topcoating, mackinaws, and blankets. The principal product is woolen 
piece goods which is sold to manufacturers of men’s and boys’ suits and 
coats. The comparative figures for the past three fiscal years appear 
in Schedule 51. 

In year C, operations were conducted with a nominal net profit of 
$35,293. Dividends of $14,907, representing 6 per cent on the $248,450 
of cumulative preferred stock, were paid, and the difference of $20,386 
was retained to augment the surplus. In year J5, the net sales increased 
56.9 per cent, and the net profits expanded to the very substantial return 
of $470,460. Dividends of only $13,395 were declared, the balance of 
$456,975 being retained in the business. In year A, the net sales reached 
a high point in the history of the business, 155.8 per cent greater than 
the sales in year C, but the net profits at $476,677 were only slightly in 
excess of the net profits in year B. Dividends of 6 per cent, aggregating 
$11,880, were paid on the outstanding cumulative preferred stock and 
$75,000 on the outstanding common stock. Even after the payment of 
these dividends, $389,797 was transferred to surplus. 

For many years insurance has been carried on the lives of two of the 
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officers for the benefit of the corporation, $600,000 on the life of the 
president and $400,000 on the life of the vice-president. The cash 
surrender values of these insurance policies have grown steadily. In 
year C, the cash surrender value amounted to $135,763, in year B to 
$154,919, and in year A to $174,000. These items are carried as slow 


Woolen Cloth Mills, Inc. [Schedule 51] 

Comparative Figures for Years Ended June 30, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(A) 

On Year 
Ago 

Assets 




Cash. 

Accounts Receivable. 

Inventory. 

Current Assets . 

. $ 135,378 
. 1,001,813 

. 1,404,473 

. $2,541,664 

$ 172,305 
1,298,942 
1,619,002 
$3,090,249 

$ 251,940 

996,445 
2,940,160 
$ 4,188,545 

Fixed Assets, Net. 

Cash Value of Life Insurance.. 

Investments. 

Miscellaneous Receivables. 

. 1,632,705 

135,763 
84,630 

1,811,022 

154,919 

82,697 

2,388,570 
174,000 
78,955 
84,446 
4,658 
$ 6,919,174 

Deferred. 

Total. 

4,706 
. $4,399,468 

4,855 

$5,143,742 

Liabilities 




Notes Payable to Banks. 

Due Officers and Employees... 

Accounts Payable. 

Accruals. 

Reserve for Taxes. 

Current Liabilities . 

. $1,375,000 

49,067 
134,634 
13,560 
. $1,572,261 

$1,575,000 

19,242 

92,838 

74,588 

123,002 

$1,884,670 

$ 2,650,000 
30,000 
111,867 
165,996 
337,692 
$ 3,295,555 

6% Cumulative Pref. Stock... 

Common Stock. 

Surplus. 

Total. 

248,450 
. 1,500,000 
. 1,078,757 
. $4,399,468 

223,250 

1,500,000 

1,535,822 

$5,143,742 

198,000 
1,500,000 
1,925,619 
$ 6,919,174 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

. $ 969,403 
1.62 

. $2,827,207 

$1,205,579 

1.64 

$3,259,072 

$ 892,990 

1.27 
$ 3,623,619 

Net Sales. 

Net Profit. 

Dividends. 

. $4,862,922 
35,293 
14,907 

$7,633,032 

470,460 

13,395 

$12,439,656 

476,677 

86,880 


assets in the comparative figures, but the analyst should always remember 
that cash surrender value of life insurance is an extremely valuable 
economic asset and in emergencies has helped many business enterprises. 

The item of investments decreased moderately from $84,630 in 
year C to $78,955 in year A. At no time over these 3 years did this 
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item include more than a nominal stock interest in any business enter¬ 
prise. In year A, the item comprised 22 separate investments, the 
smallest amounting to $620 and the largest to $4,680. Several of * the 
items represented stock in corporations that had failed and been reorgan¬ 
ized, stock having been received in settlement of creditor obligations. 
In other cases, the stock interest represented investments in local enter¬ 
prises which the management felt should have their support, such as the 
local electric company, the local gas company, a local motion-picture 
theater, and a local taxicab company. Few of the investments gave any 
return and all items were written down each year to reasonable values. 

Very strangely, a substantial item of miscellaneous receivables of 
$84,446 appeared in year A. No such item had appeared in the balance 
sheets of either year C or year B. Upon investigation it was learned 
that miscellaneous receivables really consisted of two items, one for 
$4,446 representing a loan to one of the officers of the corporation to pay 
off the balance of a maturing mortgage on his residence, and the other 
a loan of $80,000 to a well-known manufacturer of men^s clothing that 
was a large customer of Woolen Cloth Mills, Inc. An examination of the 
comparative balance sheets of this suit manufacturer clearly showed an 
overtrading condition; additional credit could not be obtained from a 
bank, and so the loan of $80,000 had been sought from the management 
of this mill. The loan was to run for 6 months, but whether it would be 
paid off or only partially reduced at maturity would be a mystery so 
long as the concern continued to overtrade. The loan had been granted 
as a business policy to protect the customer relationship. 

Over the 3-year period the tangible net worth had increased each 
year as a result of the retained earnings. At the same time the net work¬ 
ing capital had increased for the same reason from $969,403 to $1,205,579 
in year B, and then decreased quite materially in year A to $892,990, a 
figure lower than the net working capital in year C. This decrease had 
been brought about by the very substantial increase in the net depre¬ 
ciated value of the fixed assets from $1,811,022 to $2,388,570, the creation 
of the item of miscellaneous receivables of $84,446, and the usual expan¬ 
sion in the cash surrender value of life insurance. 

While these changes were taking place, the current assets expanded 
from $2,541,664 to $4,188,545, the difference being made up almost 
entirely by the increase of $1,535,687 in the inventory. As the current 
assets increased, so did the current liabilities, but naturally by a some¬ 
what different amount. The current liabilities amounted to $1,572,261 
in year C, $1,884,670 in year B, and $3,295,555 in year* A, But of all 
the changes that took place over these 3 years, the most unusual was the 
relationship between the net sales and net working capital. Here is 
that comparison: 
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Year C 

Net Sales. $4,862,922 

Net Working Capital. 969,403 

Itatio of Net Sales to Net Working 

Capital. 5.02 


Year B 
$7,633,032 
1,205,579 

6.33 


Year A 
$12,439,656 
892,990 

13.93 


With net sales of $4,862,922 and net working capital of $969,403 in 
year C, the ratio between these tw^o items was 5.02 times. In year 
jB, the net sales increased to $7,633,032 and the net working capital to 
$1,205,579, giving a ratio of 6.33 times. In year A, the net sales went 
to $12,439,656, and the net working capital dropped to $892,990. The 
relationship between these items now increased to 13.93 times. 

No 5-year average of typical ratios has been computed for woolen 
cloth mills. A typical ratio of net sales to net working capital for this 
line of manufacturing would range, however, between 3.00 times and 
3.50 times. If we use 3.25 as an average, it is easily seen to what extent 
Woolen Cloth Mills, Inc., was overtrading. In year C the turnover was 
54.5 per cent greater than this average, in year B 94.7 per cent, and in 
year A 328.7 per cent. Each year the overtrading became more and 
more evident. 

Condensed Analysis ,—The outstanding improvement over these 
years took place in the collection period. The average collection period 
was 75 days in year C, 62 days in year B, and 29 days in year A, a remark¬ 
able change during the last year. On the other hand, other manage¬ 
ment policies were not so soundly conceived or executed. The inventory 
expanded to an excessive figure, and in that process the current lia¬ 
bilities became heavy. The fixed assets, as a result of an expansion 
program undertaken in year A, became out of line. 

The typical woolen cloth mill has an inventory on its statement date 
of raw wool, wool in process, and finished piece goods which approximates 
its net working capital. In contrast, the inventory at $1,404,473 in 
year C was 144.9 per cent of the net working capital, at $1,619,002 in 
year B was 134.1 per cent of the net working capital, and in year A at 
$2,940,160 was 329.2 per cent. The relationship of net sales to inventory 
was 3.46, 4.71, and 4.23 times respectively, ratios far better than the 
average. As we learned in Chap. XII, however, the inventory should 
never exceed the net working capital. That ratio was out of line for 
each year on the statement date and in year A, very excessively so. 

As a result of carrying the heavy inventory, the current liabilities in 
year A, amounting to $3,295,555, were heavy. Where the average ratio 
of current liabilities to tangible net worth of a woolen mill on its state¬ 
ment date is around 30 per cent, here the figure was 91.2 per cent. A 
reduction in the inventory from $2,940,160 to $940,160 would release 
$2,000,000 cash and would reduce the current liabilities in year A to 
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$1,295,655, which would represent 35.7 per cent of the tangible net worth, 
a very satisfactory relationship. 

It would, however, be impossible to reduce the inventory by $2,000,- 
000 and keep the inventory proportionately reduced throughout the 
year without reducing the annual volume of business below $6,000,000. 
It would take excellent management to handle that volume on the 
reduced inventory. So the problem here of overtrading, as in so many 
other cases, comes down in theory to whether the management, to put 
its house in order, would prefer consciously to cut its annual sales in half, 
or to invest in the business additional funds, which in this case would 
approximate $3,000,000. As a practical matter, probably neither policy 
would be followed. The management will continue to overtrade as long 
and as intensively as it is able to produce the maximum of immediate 
profits. 

The situation here would have been somewhat less strained if $677,548 
had not been used to expand the plant facilities in year A, The concern 
would have been in far sounder shape if these funds had been kept in 
current assets in year A to increase and to support the net working 
capital. The annual sales then could not have risen to $12,439,666, as 
the plants in existence in year B probably could not have produced the 
yardage of cloth to provide sales of this figure. 

TYPICAL RATIOS OF NET SALES TO NET WORKING CAPITAL 

The operating management of every business enterprise desires 
increased sales, as, above a certain point, sales bring into effect the law 
of increasing returns. Above that point, the cost per unit of producing 
a product drops, the cost of wholesaling or retailing a quantity of mer¬ 
chandise is lowered, and net profits increase at a more rapid rate. It 
might cost $50,000 to produce one automobile, but 500,000 of the same 
model can be produced at $450 each. 

Ever-increasing sales will be the alpha and omega of the business 
world as long as the profit motive and the institution of the private 
ownership of property serve their broad fundamental purposes. But in 
the process of continued economic expansion, the business enterprise, 
to be successful, must be guided by policies that are based upon the 
clear understanding that increased sales must be constantly accompanied 
by a healthy collection period, moderate inventories, moderate fixed 
assets, adequate tangible net worth, and sufficient net working capital. 

No greater mistake can be made than to attempt to do all the business 
that comes one's way. Frequently it is more desirable from the financial 
point of view to turn aside that portion of the business which promises 
to be only temporary, or which can be taken only by incurring risks of an 
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unusual sort, the most important of which are heavy inventory and heavy 
liabilities. It is well to keep in mind that a profit forgone leaves a 
business enterprise more comfortable than a loss actually incurred. A 
concern is far better off if it fails to make a $25,000 profit than if it 
becomes subject to a $5,000 loss. 

If net working capital is too small, there are three solutions: (1) 
increase the net working capital by retained earnings in current assets, 
(2) raise additional capital by the sale of stock or, in the case of pro¬ 
prietorships and firms, by the investment of additional cash funds, to 
be retained as current assets, and (3) reduce the volume of business. 
Which solution, or combination of solutions, should be followed depends 
upon the circumstances and upon the ability of the management to 
grasp the significance of a particular situation. 

Maxim 

The ratio of net sales to net working capital which should normally be 
maintained varies between manufacturers, wholesalers, and retailers, 
and also between the various lines of business activity in each of these 
three main types of operation. There is no broad standard. Among 
manufacturers, for example, the 5-year average of the median ratios of 
net sales to net working capital ranges from a high of 14.56 times for 
packers of meats and provisions, followed by 12.05 for bakeries and 
10.56 for canners of fruits and vegetables, to the low represented by 
manufacturers of cigars with a 5-year average ratio of net sales to net 
working capital of 2.97 times, manufacturers of fur garments with 3.27 
times, manufacturers of drugs with 3.56 times, and integrated petroleum 
operators with 4.25 times. 

Among wholesalers there is a natural tendency to have higher turn¬ 
over figures as the net sales per dollar of investment tends to be greater. 
The highest 5-year average of net sales to net working capital is disclosed 
by wholesalers of cigars, cigarettes, and tobacco with 20.81 times, fol¬ 
lowed by wholesalers of fresh fruits and vegetables with 18.38 times, and 
wholesalers of butter, eggs, and cheese with 16.58 times. For whole¬ 
salers the lowest turnover is shown by wholesalers of men's furnishings 
with a 5-year average of 3.81 times, wholesalers of hardware with 4.10 
times, and wholesalers of hosiery and underwear with 4.37 times. Among 
retailers, this ratio ranges from a 5-year average of 5.18 times for retailers 
of men's and women's shoes to 2.02 times for installment furniture stores. 

This ratio tends to be high among those lines which handle a large 
volume of sales per investment on account of short terms of sale, such as 
packers of meat and vegetables, wholesalers of fresh fruits and vegetables, 
and wholesalers of butter, eggs, and cheese. The ratio also tends to be 
high among those divisions of trade where the investment in fixed assets 
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Ratios of Net Sales to Net Working Capital [Schedule 52] 

Number of Times 


Lines of Business Activity 



Median 


Five- 

yekr 

Average 


1943 

1944 

1945 

1946 

1947 

Manufacturers 

Airplane Parts and Accessories. 

7.40 

9.62 

7.34 

2.21 

2.94 

5.90 

Automobile Parts and Accessories. 

8.70 

6.91 : 

6.17 

4.23 

4.52 

6.11 

Bakers. 

12.86 

13.71 

12.10 

10.18 

11.93 

12.05 

Bedsprings and Mattresses. 

4.73 

4.42 

4.67 

4.62 

6.54 

5.00 

Breweries. 

11.42 

10.96 

0.65 

7.51 

9.48 1 

9.80 

Chemicals, Industrial. 

4.74 

5.76 

4.39 

4.06 

3.31 

4.45 

Cigars. 

2.77 

2.89 

3.90 

2.87 

2.44 

2.97 

Clothing, Children's Dresses and Wash 
Suits. 

8.91 

9.12 

7.91 

5.96 

6.62 

7.70 

Clothing, Men's and Boys’. 

5.68 

5.19 

4.96 

4.52 

4.70 

5.01 

Coats and Suits, Women’s. 

10.85 

7.14 

6.67 

6.78 

7.20 

7.73 

Confectionery. 

8.40 

5.50 

6.10 

5.38 

7.42 

6.56 

Contractors, Building and Construction 

10.03 

7.82 

13.96 

7.44 

7.05 

9.26 

Cotton Cloth Mills. 

5.30 

6.72 

5.59 

6.05 

4.26 

5.58 

Cotton Goods, Converters. 

Curtains, Draperies, and Bedspreads. .. 

5.68 

5.98 

4.08 

3.61 

5.63 

5.00 

5.72 

4.53 

5.13 

6.98 

4.20 

5.35 

Dresses, Rayon, Silk, and Acetate. 

8.69 

8.21 

6.53 

6.46 

7.40 

7.46 

Drugs. 

3.85 

3.82 

3.29 

3.89 

2.96 

3.56 

Electrical Parts and Supplies. 

6.44 

5.22 

4.24 

4.02 

3.97 

4.78 

Foundries. 

10.35 

7.95 

5.71 

4.58 

5.14 

6.75 

Fruits and Vegetables, Canners. 

11.19 

13.50 

14.20 

8.30 

5.62 

1 10.56 

Fur Garments. 

3.77 

3.19 

2.93 

3.29 

3.16 

3.27 

Furniture. 

4.74 

4.62 

3.80 

3.92 

5.78 

4.57 

Hardware and Tools. 

8.95 

8.10 

4.76 

3.81 

4.58 

6.04 

Hosiery. 

6.04 

7.14 

6.40 

5.05 

5.06 

5.94 

Leather Garments. 

7.02 

5.10 

3.57 

4.61 

3.09 

4.68 

Luggage, Leather. 

7.19 

5.68 

3.57 

4.45 

3.57 

4.89 

Machinery, Industrial. 

5.78 

6.55 

4.56 

3.25 

4.06 

4.84 

Meats and Provisions, Packers. 

17.34 

15.24 

11.45 

11.70 

17.08 

14.56 

Metal Stampings. 

8.93 

10.12 

6.52 

4.36 

5.68 

7.12 

Outerwear, Knitted. 

8.27 

7.48 

5.91 

5.32 

3.56 

6.11 

Overalls and Work Clothing. 

5.06 

4.82 

4.53 

5.50 

4.47 

4.88 

Paints, Varnishes, and Lacquers. 

1 4.73 

4.74 

1 3.29 

4.82 

5.53 

4.62 

Paper. 

5.37 

4.39 

5.22 

5.35 

5.42 

5.15 

Paper Boxes. 

6.94 

5.93 

6.15 

5.26 

6.36 

6.13 

Petroleum, Integrated Operators. 

3.77 

4.83 

3.89 

3.83 

4.94 

4.25 

Printers, Job. 

6.84 

7.96 

6.41 

5.10 

6.75 

6.61 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

5.94 

5.97 

3.83 

5.16 

4.17 

5.01 

Shirts, Underwear, and Pajamas, Men’s 

5.78 

5.91 

5.96 

4.69 

5.14 

5.50 

Shoes, Women’s and Children's. 

6.05 

5.15 

6.13 

4.63 

5.44 

5.48 

Soft Drinks and Carbonated Water, 
Bottlers. 

8.71 

7.49 

6.54 

7.88 

3.55 

6.83 

Steel, Structural Fabricators (Sell on 
Short Terms). 

4.98 

4.96 

3.96 

3.90 

4.87 

4.53 

Stoves, Ranges, and Ovens. 

5,06 

4.98 

3.53 

4.15 

5.13 

4.57 
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[Schedule 52.— {Cont,)] 

Ratios op Net Sales to Net Working Capital.— {Continued) 


Number of Times 


Lines of Busmess Activity 

Median 

_ __ 1 

Five- 
' year 
Average 

1943 

1944 

1945 

1946 

1947 

Wholesalers 







Automobile Parts and Accessories. 

5.20 

5.19 

4.63 

6.10 

5.76 

5.38 

Butter, Eggs, and Cheese. 

14.60 

15.95 

14.95 

19.71 

17.70 

16.58 

Cigars, Cigarettes, and Tobacco. 

22.55 

21.97 

17.87 

23.45 

18.20 

20.81 

Drugs and Drug Sundries. 

5.83 

5.85 

6.60 

7.14 

7.27 

6.54 

Dry Goods. 

5.69 

4.77 

4.16 

5.32 

4.93 

4.97 

Electrical Parts and Supplies. 

4.42 

4.52 

4.39 

7.25 

7.86 

5.69 

Fruits and Produce, Fresh. 

18.58 

17.00 

19.40 

19.93 

17.00 

18.38 

Furnishings, Men’s. 

4.88 

3.11 

3.77 

4.05 

3.25 

3.81 

Gasoline and Lubricating Oil. 

10.38 

11.73 

10.71 

8.66 

10.30 

10.36 

Groceries. 

8.02 

8.35 

8.13 

9.67 

9.18 

1 8.67 

Hardware. 

3.56 

3.58 

3.51 

4.60 

5.24 

1 4.10 

Hosiery and Underwear. 

4.42 

3.42 

3.17 

5.26 

5.57 

4.37 

Lumber. 

6.88 

6.42 

4.36 

5.43 

12.05 

7.03 

Meat and Poultry. 

12.31 

14.74 

7.45 

11.35 

15.23 

12.22 

Outerwear, Knitted. 

6.14 

4.36 

4.24 

4.80 

3.93 

4.69 

Paints, Varnishes, and I^acquers. 

2.38 

3.96 

4.76 

1 6.83 

4.84 

4.55 

Paper. 

5.92 

5.85 

5.80 

j 5.40 

1 6.13 

5.82 

Plumbing and Heating Supplies. 

3.35 

3.63 

4.69 

5.83 

1 6.49 

4.80 

Shoes, Men’s and Women’s. 

4.40 

5.03 

5.10 

7.28 

6.10 

5.58 

Wines and Liquors. 

9.97 

10.51 

8.90 

10.60 

8.36 

9.67 , 

Women’s Wear, Coats, Suits, and 







Dresses. 

8.18 

8.30 

7.75 

6.68 

4.19 

7.02 

Retailers 







Clothing, Men’s and Boys’. 

3.48 

3.21 

3.13 

3.74 

3.59 

3.43 

Department Stores. 

4.60 

5.23 

4.88 

5.04 

5.09 

4.97 

Furniture. 

2.77 

2.01 

2.39 

2.56 

3.03 

2.55 

Furniture, Installment. 

1.79 

1.84 

2.02 

2.20 

2.26 

2.02 

Lumber. 

2.65 

3.41 

3.66 

3.32 

3.52 

3.31 

Shoes, Men’s and Women’s. 

5.19 

4.91 

5.15 

5.05 

5.60 

5.18 

Women’s Specialty Shops. 

6.41 

5.13 

4.99 

4.70 

4.57 

5.16 


is the highest, as in these cases the net working capital is generally moder¬ 
ate or even low. 


THEORY AND PROBLEMS 

1. What does the ratio of net sales to net working capital indicate? 

2. Why is the ratio of net sales to net working capital complementary to the ratio of 
net sales to tangible net worth? 

3. Determine the ratio of net sales to net working capital for the following 2 years. 
Then explain whether, in your opinion, the increase in this ratio indicates improvement. 
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Two Years 
Ago 

Net Sales. S860,100 

Current Assets. 320,960 

Current Liabilities. 120,428 


One Year 
Ago 

$920,730 

310,726 

285,740 


4. The figures of the Wholesale Grocery Corporation have been set up in comparative 
columns for the last three fiscal years as shown below. These figures are not audited. 


Wholesale Groceby Corporation 
Comparative Figures for Years Ended December 31, 19— 

(C) (B) (A) 

Three Years Two Years One Year 




Ago 


Ago 


Ago 

Assets 







Cash. 

... $ 

7,629 

$ 

12,904 

$ 

11,232 

Notes Receivable. 


1,300 


1,206 


16 

Accounts Receivable. 


65,149 


73,777 


58,075 

Merchandise. 


149,370 


214,929 


205,306 

Current Assets . 

... $ 

223,448 

$ 

302,816 

$ 

274,629 

Fixed Assets. 


1,709 


6,094 


7,446 

Investments. 


143,137 


146,860 


149,766 

Advances. 


211,390 


215,338 


217,222 

Miscellaneous Receivables.... 






1,408 

Total . 

••• L 

579,684 

L 

671,108 

L 

650,471 

Li.\bilities 







Notes Payable to Bank. 

.. $ 

80,000 

$ 

130,000 

$ 

120,000 

Accounts Payable. 


34,045 


60,193 


39,235 

Accruals. 




1,657 


994 

Current Liabilities . 

.. 

114,045 

r 

191,850 

r 

160,229 

Common Stock. 


50,000 


50,000 


50,000 

Surplus. 


415,639 


429,258 


440,242 

Total . 

.. r 

579,684 

L 

671,108 

L 

650,471 

Net Working Ca'pital . 

.. $ 

109,403 

$ 

110,966 

$ 

114,400 

Current Ratio . 


1.96 


1.59 


1.71 

Tangible Net Worth . 

$ 

465,639 

$ 

479,258 

$ 

490,242 

Net Sales. 

... $1,001,716 

$1,272,244 

$1,673,080 

Net Profits. 


1,946 


13,619 


10,984 

Dividends. 


None 


None 


None 


Notes: (1) The item of Investments^ carried at $149,766 in the balance sheet for year A, 
contains a minority interest of $143,120 in a vegetable canning corporation. No 
balance sheet or profit and loss statement is available on this canning company. The 
balance of the item of Investments, amounting to $6,646, represents miscellaneous 
stocks and bonds, none of which is listed on a security exchange. 

(2) The item of AdvanceSy carried at $217,222 in the balance sheet for year A, repre¬ 
sents $168,160 lent to the Western Sheep Co., Inc., $49,062 to 10 customer hotels 
and restaurants. These loans have been outstanding for several years. 
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They are signed by the president. Sales are made on terms of 2 per cent discount in 
10 days, net 30 days. Make the following computations for each of these 3 years; then 
give your interpretation of each ratio, and also of the relationship between the current 
assets and the current liabilities over this 3-year spread, 
a. Current liabilities to tangible net worth 
h. Fixed assets to tangible net worth 
e. Net sales to inventory 

d. Inventory to net working capital 

e. Average collection period 

/. Net sales to tangible net worth 
g. Net sales to net working capital 

6. The consolidated balance sheet and the consolidated profit and loss statement of 
the Industrial Machinery Manufacturing Co., Inc., and its six subsidiaries are given 
below. Post the balance sheet, net sales, and net profits on a columnar sheet of paper, 
and then compute the net working capital and the tangible net worth. Determine the 
following relationships and interpret each ratio, giving a particularly thorough inter¬ 
pretation of the first one: 

а. Net sales to net working capital 

б. Current assets to current liabilities 

c. Current liabilities to tangible net worth 

d. Fixed assets to tangible net worth 
c. Net sales to inventory 

/. Average collection period 
g. Net sales to tangible net worth 


Industbial Machinery Manufacturing Co., Inc. 
Consolidated Balance Sheet, December 31, 19— 
Assets 

Current Assets 

Cash in banks and on hand. $1,454,658 

Accounts and notes receivable (trade), less 


reserves amounting to $173,000. 

Accounts receivable—miscellaneous. 

Marketable securities, at cost (quoted market price 

$24,659). 

Inventories at average cost, less reserves, as 
certified by responsible officials 


Raw materials and supplies. $ 348,571 

Work in process. 942,779 

Finished goods. 6,160,423 

Long-term Receivables 

Trade accounts. 


Miscellaneous Investments, Advances, Etc. 

U.S. Government bonds ($25,000 face amount) deposited 

as collateral, at cost. 

Other. 

Amounts Due by Officers and Employees (partially 

secured). 

Net Assets of Foreign Subsidiary Companies held in 
countries having exchange restrictions (excluding 
balances on intercompany accounts) 

Current assets, net. 

Fixed and other assets, less reserves for depreciation. . 


1,701,480 

13,700 

22,765 

7,451,773 $10,644,376 
183,881 

$ 24,672 

24,394 49,066 

29,715 

$ 860,378 

346,525 1,206,903 
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Fixed Aseets 

Land. 

Buildings. $3,048,752 

Hant machinery, and equipment, etc. 5,007,300 

$8,050,061 

Less: Reserves for depreciation. 4 ,673,874 

Good WiU. . 

Deferred Charges 


Expenditures developing patented product not placed on 

a commercial basis. 

Prepaid insurance, taxes, etc. 


Liabilities 


Current Liabilities 
Notes payable 

Banks. 

Others. 


$ 130,608 
8,858 


Accounts payable. 

Accrued liabilities 

Salaries, wages, and royalties. $ 387,443 

Taxes. 620,268 

Dividends declared. 178,732 

Contingent Reserve, including parent company's interest in 
undistributed earnings of certain foreign subsidiary com¬ 
panies operating in countries having exchange restrictions 
Minority Interest in Foreign Subsidiary Company operat¬ 
ing in countries having exchange restrictions. 

Capital Stocks 

Prior preferred stock without par value ($2.50 cumulative 
dividends)—stated value $48.25 per share 

Authorized. 100,000 shs. 

Issued (less 1,300 shares 
purchased for retire¬ 
ment). 68,700 “ 

$3 Convertible preference 
stock without par value 
(dividends cumulative)— 
stated value $133.33K 
Authorized and issued. 181,135 “ 

Common stock without par 
value—^stated value $10 

Authorized. 750,000 “ 

Issued. 335,320H “ 

Surplus at Dec. 31, 19—, the date as of which the Plan of 
Recapitalization is deemed, for purposes of the surplus 

account, to have been consummated. 

Capital Surplus arising from purchase of prior preferred 

stock for retirement. 

Earned Surplus 

Appropriated for purchase of 1,300 shares of prior pre¬ 
ferred stock. 

Unappropriated. 

Contingent Liabilities 

Notes discounted, guaranties, etc. $ 23,148 


$ 444,692 

3,382,187 $ 3,826,879 
61.035 

$ 262,488 

42,837 305,325 

$16,307,180 

$ 148,466 
385,347 

1,186,443 $ 1,720,256 

502,885 

31,665 


$3,314,775 

2,415,133 

3,353,203 9,083,111 

4,065,364 

12,285 

$ 50,440 

841,174 891,614 


$16,307,180 
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Consolidated Profit and Loss Statement 
Gross sales, less discounts, returns, and aUowances (includ¬ 
ing sales of certain foreign subsidiary companies operat¬ 
ing in countries having exchange restrictions, the profits 

from which are eliminated below). $11,217,696 

Deduct: 

Cost of goods sold, exclusive of taxes and depreciation.. 0,514,953 

Manufacturing profit before taxes and provision for 

depreciation. $ 4,702,743 

Deduct: 

Administrative, selling, and general expenses. $2,733,555 

Taxes (excluding provision for Federal income taxes 

amounting to $93,000 shown below). 648,645 

Interest on borrowed money. 9,221 

Depreciation. 358,422 3,749,843 

$ 952,900 

Add: Cash discounts on purchases, interest, etc. 77,487 

$ 1,030,387 

Deduct: Provision for Federal income taxes (domestic com¬ 
panies) . 93,000 

$ 937,387 

Deduct: 

Unrealized loss on foreign exchange (including $82,174 
applicable to certain foreign subsidiary companies 

operating in countries having exchange restrictions). . 143,584 

Consolidated net income for the year, before deduc¬ 
tions shown below. $ 793,803 

Less: 

Profits earned by certain foreign subsidiary companies 
operating in countries having exchange restrictions, 
after deducting $82,174 for unrealized loss on foreign 
exchange: 

Minority interests share. $ 6,218 

Parent company’s share transferred to contingent 

reserve. 18,031 24,249 

Balance carried to earned surplus. $ 769,554 

6. If you had just acquired control of the Industrial Machinery ManufMcturing Co., 
Inc., what financial and operating policies would you follow to improve the financial 
condition and net profits in the years immediately ahead? 

7. What types of commercial and industrial business enterprises tend to have a high 
ratio of net sales to net working capital? 















PART IV 

Comparative Analysis of Balance Sheets 



± ART IV consists of two chapters that 
describe^ in theory and in practice, the method of comparative 
analysis that has been used extensively but somewhat less 
thoroughly in Chaps, VI to XV, along with internal balance 
sheet analysis. Comparative balance sheet analysis is the 
study of the trend of the same items or computed items in two 
or more balance sheets of the same business enterprise on 
different dates; it is also the study of the trend of the proper^ 
turns, that is, internal ratios computed from these figures, as 
of the different dates. Comparative balance sheet analysis 
is most conclusive and comprehensive only when based on a 
thorough knowledge of internal ratios. In this process the 
dates of successive balance sheets and a knowledge of the 
place of such dates in the natural business year of a par- 
ticular line of business activity are significant. It is highly 
desirable that successive yearly balance sheets be drawn off 
on the same date each year and so represent the financial 
condition of a business enterprise at the same point in the 
natural business-year cycle. Where a series of two or more 
balance sheets are drawn off on different dates in successive 
years, it is often extremely difficult to make a sound com¬ 
parative analysis. The analyst must realize that such 
figures are not strictly comparable and he must know why 
they are not comparable. Comparative analysis includes a 
description of the method of compiling a statement of sources 
and applications of funds and the advantages to be obtained 
from this statement. Such a statement high-lights the 
changes in financial condition between two balance sheet 
dates, where funds have come from, and how those funds 
have been used. 



CHAPTER XVI 

COMPARATIVE ANALYSIS OF BALANCE SHEETS 

The technique of comparative balance sheet analysis has already been 
used extensively in a practical way in Chaps. VI to XV. In each of 
these chapters three groups of three comparative balance sheets were 
set up and analyzed on a wide variety of manufacturers, wholesalers, 
and retailers. It might, however, be expedient to explain the theory 
of the technique that has been used and to accompany the explanation 
with applicable examples. 

Internal balance sheet analysis is concerned with the study of pro¬ 
portions between items or groups of items in a balance sheet, and between 
items, groups of items, and computed items (net working capital and 
tangible net worth) with net sales. Comparative balance sheet analysis 
is the study of the trend of the same items, groups of items, and com¬ 
puted items in two or more balance sheets of the same business enterprise 
on different dates, and the study of the trend of the proportions (internal 
ratios) computed from these figures as of the different dates. Com¬ 
parative balance sheet analysis is most conclusive and comprehensive 
only when based on a thorough knowledge of internal as well as com¬ 
parative analysis. Without the knowledge of internal analysis, it may 
be extremely misleading. The great advantage in comparative analysis 
is that it portrays the trends of particular features of a business enter¬ 
prise and of the enterprise as a whole. 

If a train is moving forward at a known rate of speed, it is reasonable 
to assume that it will continue to move at approximately the same rate 
unless some obstacle interrupts its progress abruptly, or the motive 
power is increased or decreased. Similarly, it is reasonable to assume 
that unless some drastic change takes place in a business, it will continue 
to move in the same general direction as indicated by its comparative 
trends. It was on this assumption that the American Institute of 
Accountants wrote in a letter to the New York Stock Exchange, “ . . . 
The changes in the balance sheets from year to year are usually more 
significant than the balance sheets themselves.”^ While this assertion 

‘ Letter dated Sept. 22,1932, signed by George 0. May as chairman of the Special 
Committee on Cooperation with Stock Exchanges. Published in Avdita of CorporcAe 
Aeeounta, Correspondenee between the Special Committee on Co-operation with Stock 
Exchangee of the American Inetitute of Accountante and the Committee on Stodc Liet 
of Ou New York Stock Exchange, 1932-1034, p. 10. 
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may well be somewhat exaggerated, there is no doubt that in particular 
cases these changes from one year to another may be of greater impor¬ 
tance than the internal relationship of selected items. 

In the extensive number of cases that have been studied in the pre¬ 
ceding chapters, comparative balance sheets with net working capital, 
current ratio, tangible net worth, net sales, net profits after all Federal 
income and excess-profits taxes, and dividends have been set up in 
comparative columns following the technique described in Chap. IV. By 
this method the amounts at which the different asset and liability items, 
current assets, current liabilities, net working capital, current ratio, 
tangible net worth, net sales, net profits, and dividends appear on succes¬ 
sive dates are on the same horizontal line. As the result of this method 
of posting comparative figures, a comparison of each item from one year 
to another may easily be made. 

About 1900, James G. Cannon took the progressive step of posting 
successive balance sheets in parallel vertical columns. He became the 
first analyst to make this simple mechanical arrangement a consistent 
policy in studying comparative financial statements. His study prob¬ 
ably consisted more of noticing changes in important items in successive 
financial statements than of analyzing the trends of selected internal 
ratios. 

By 1906, banking institutions had made little progress in following 
Cannon^s lead and in setting up figures in comparative form. In that 
year, Charles W. Reihl in an article entitled Credit Department of a 
Bank’^ published a very brief comparative statement form and advocated 
its wider adoption and use.^ This form, unlike those now in wide use, 
did not provide for the comparison of all balance sheet items. There 
was space on the form for figures from nine comparative balance sheets, 
but the only items specifically listed were active (or current) assets, 
liabilities, surplus active (net working capital) assets, other assets, net 
worth, outside resources for proprietorships or partnerships, date of 
statement, annual sales, and losses by bad debts. Progress in the devel¬ 
opment of the comparative setup of financial statements from that time 
to about 1923 was quite steady and consistent. Full comparative 
forms calling for all items in balance sheets and profit and loss statements 
are now in use by all progressive banking institutions, the mercantile 
agencies, and the publishers of industrial manuals. 

IMPORTANCE OF BALANCE SHEET DATE 

In comparative analysis, two sets of figures which are 1 month apart, 
1 year apart, or 10 years apart may be set up in comparative columns 
for study. In the vast majority of cases that an analyst will study, the 

* Published in Bankers Magazine^ Vol. 72, pp. 408-417, March, 1906. 
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sets of figures will be separated by yearly intervals. Three, ten, or 
twenty sets of figures also may be posted in comparative columns, 
depending upon the length of time the analysis is to cover. 

Occasionally, two sets of figures, which are separated by one or by 
a very few months, will be studied. In such a study one needs to be 
familiar with the seasonal nature of the particular line of business. 
Suppose, for example, a June 30 balance sheet of a manufacturer of candy 
is being compared with a September 30 balance sheet of the same year. 
Liabilities will normally be at a low point in June and at a high point in 
September. Receivables, inventory, and current liabilities will be low 
in June and much higher and generally increasing in September. An 
analyst must understand this situation. In contrast, the comparison of 
two or more fiscal balance sheets dated June 30 in consecutive years 
would normally be taken off at the same point of the natural business 
year. Receivables, inventory, and current liabilities would be at the 
low point for each year, unless, because of some unusual influences, the 
natural business year was somewhat off balance. 

A still more difficult set of balance sheets to analyze, without similar 
intimate background information, is a series of figures for consecutive 
years but with a different balance sheet date for each year. A balance 
sheet for year D might be dated June 30; a balance sheet for year C, 
September 30; a balance sheet for year R, April 22; and a balance sheet 
for year A, October 16. Each balance sheet would portray a condition 
at a different point in the business year of the particular line of business. 

Every business enterprise has a fiscal date; and whenever possible, 
figures should be obtained for analysis as of that fiscal date for consecutive 
years. Moreover, it is most unusual for a balance sheet for repre¬ 
sentative concerns to be prepared on any date except the first or the 
last day of the month. Small businesses sometimes issue unaudited 
balance sheets on irregular dates. Under this circumstance, the analyst 
would normally wonder why the balance sheet for year B was dated 
April 22 and the balance sheet for year A was dated October 16, Often 
such a date is a day or two following the liquidation of some heavy 
liability. In this situation, every effort should be made to obtain 
balance sheets as of the fiscal date for year R, year C, year R, and, if the 
fiscal date was prior to October 16, also in year A, If it is necessary to 
analyze figures at odd dates, every effort should be made to discover 
why the odd date was used, and whether any unusual change occurred 
in the financial condition during the month preceding the statement date. 
In comparative statement analysis, balance sheets should be as com¬ 
parable as it is reasonably possible to obtain them; that means drawn 
off on the same day each year and according to the same accounting 
principles. 
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Desirability of Consecutive Yearly Fgures 

Two balance sheets of the same business enterprise separated by a period 
of 10 years may be used for a comparative analysis just as if they were 
3 months or 12 months apart. Two balance sheets separated by a period 
of 10 years, but both financial statements drawn off on the same fiscal 
date, would certainly indicate the quantity changes in every asset and 
liability item and also the difference in important ratios on the two dates. 
This information, however, would be relatively moderate compared with 
the information that would be obtained from a series of 10 consecutive 
balance sheets, one on each fiscal date for the entire 10-year period. 
During that period many items may have increased substantially and 
then decreased. Other items may have been reduced and then increased. 

A new plant, for example, may have been erected 9 years ago at a 
cost of $500,000. The net depreciated value of the fixed assets after the 
erection of the plant may have been $700,000. Over the intervening 
years the improvements which had been capitalized, less the accumulated 
depreciation, may have brought the depreciated value of the fixed 
assets at the end of the 10 years down to $400,000. The beginning and 
the ending balance sheets, if they were the only ones available, would 
show an increase in the depreciated value of the fixed assets from $200,000 
to $400,000. With 10 consecutive yearly balance sheets available, the 
entire story, with the sudden increase from $200,000 to $700,000 in the 
fixed assets 9 years ago and then a steady decrease in the meantime, 
would be clear from even a casual study of the figures. 

When the new plant was erected, it may have been largely financed 
by an issue of $400,000 four per cent 10-year debentures. Over the 
years, the debentures may have been reduced gradually from year to 
year and the balance of $150,000 called for payment 2 years ago. The 
beginning and ending balance sheets would disclose no debentures. The 
10 consecutive yearly fiscal balance sheets would show the sudden rise 
of this funded debt item 9 years ago and the gradual reduction to extinc¬ 
tion 2 years ago. 

If the important internal ratios are determined for each year so that 
the internal analysis of each set of figures may be correlated with the 
comparative analysis, the deductions of the analyst become even more 
enlightening. To the knowledge of the fluctuations in each item is now 
added the qualitative interpretations of the important items. If the 
value of the fixed assets carried 9 years ago at $700,000 represented 
80 per cent of the tangible net worth, that fact becomes available. Suc¬ 
cessive balance sheets would then disclose a gradual reduction in this 
heavy percentage as depreciation is earned and kept in the current assets 
and as a portion of the yearly net profits are retained in the business as 
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current assets. The value of the fixed assets at $400,000 in year A 
may now be in splendid proportion, representing only 31 per cent of 
the tangible net worth. 

When the $400,000 of debentures were issued, the funded debt may 
have represented 128 per cent of the net working capital, a very high 
percentage. A computation of this ratio for yearly internal analysis 
would have shown some fluctuation over the years, but with a downward 
tendency and final extinction when the $150,000 balance was paid off 
2 years ago. A computation of selected ratios for each balance sheet 
would give the basis for analyzing the fluctuations in the internal make-up 
of the figures; some ratios would show healthy stability throughout the 
10-year period, others would show fluctuations up and down, but explana¬ 
tions from the management, or from someone close to the management, 
would shed light upon the policies and the decisions that brought about 
the changes in the ratios. 

The beginning and the ending balance sheets would also show an 
increase or decrease in net working capital and an increase or decrease 
in tangible net worth. The comparative yearly balance sheets would 
show the exact story in both items from year to year, probably fluctu¬ 
ations up and down, possibly a steady increase in the tangible net worth. 
Similar information would be readily available regarding every other 
item in the balance sheets, in profit and loss statements, and in all the 
important ratios. It is clearly evident why consecutive yearly balance 
sheets over the years are of the greatest value to the analyst in com¬ 
parative analysis. 


DIFFERENCES IN DOLLAR AMOUNTS 

To the young analyst it is often expedient when studying two or more 
sets of comparable figures to add one more column, that column to con¬ 
tain the differences in dollar amounts in each item between the first 
and last set of figures. The experienced analyst follows this procedure 
in particularly complicated cases, not because it adds information that 
is not readily available at a glance, but because it crystallizes and high¬ 
lights the differences over the period. If an item has increased, a plus 
sign appears before the amount of the increase in this column; if an 
item has decreased, a minus sign appears before the amount of the 
decrease. 

Manufacturer of Controlled Mechanism 

The Controlled Mechanism Corporation was incorporated under the 
laws of the state of Connecticut 8 years ago with a nominal capitalization. 
The paid-in capital has been increased from time to time and at the end 
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[Schedule 53] Controlled Mechanism Corporation 

Comparative Figures for Years Ended December 31, 19— 



(R) 

Two Years 
Ago 

(4) 

One Year 
Ago 

Increase 

or 

Decrease 

Assets 

Cash. 

. $ 58,938 

$ 57,841 

~$ 1,097 

Notes Receivable. 

. 502 

1,322 

+ 820 

Accounts Receivable. 

. 22,204 

36,333 

+ 14,129 

Inventory. 

. 72,853 

100,906 

+ 28,053 

Current Assets . 

. $154,497 

$196,402 

+$ 41,905 

Fixed Assets, Net. 

Leasehold Improvements. 

. 71,481 

157,051 

+ 85,570 

. 15,727 

27,966 

-f- 12,239 

Due from Officers. 

. 2,567 

1,122 

- 1,445 

Prepaid Items. 

. 2,252 

2,189 

63 

Miscellaneous Receivables. 

. 7,000 

9,655 

+ 2,655 

Development Expenses. 

. 33,010 

94,335 

-f 61,325 

Patents. 

. 1 

1 


Total. 

. $286,535 

$488,721 

+$202,186 

Liabilities 

Due to Banks. 

. $. 

$ 30,000 

+$ 30,000 

Accounts Payable. 

. 9,117 

31,935 

+ 22,818 

Accruals. 

. 12,544 

35,526 

+ 22,982 

Advances from (Customers. 

. 43,178 

71,738 

+ 28,560 

Due to Officers. 


1,661 

+ 1,661 

Current Liabilities . 

. $ 64,839 

$170,860 

+$i06,021 

Serial Notes Payable. 

. 45,000 

112,375 

+ 67,375 

Total Liabilities . 

. $109,839 

$283,235 

+$173,396 

Deferred Royalty Income. 

. 19,000 

7,000 

- 12,000 

Common Stock. 

. 60,000 

60,000 

89,372 

49,114 


Capital Surplus. 

. 89^372 


Earned Surplus. 

. 8 >24 

+ 40,790 

Total . 

. $286,535 

$488,721 

+$202,186 

Net Working Capital . 


$ 25,542 

~$ 64,116 

Current Ratio . 

. 2.39 

1.15 

1.24 

Tangible Net Worth . 

. $124,685 

$104,150 

-$ 20,535 

Net Sales. 

. $208,794 

$269,116 

+$ 60,322 

Net Profit. 

. 10,319 

40,790 

+ 30,471 

Dividends. 

. None 

None 


of year A consisted of common stock carried at $60,000, capital surplus 
of $89,372, and earned surplus of $49,114. During the first 2 years of 
its existence, activities were concentrated on basic experimental and 
research work. Gradually the business became established and by the 
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end of year B operations were being conducted on a tangible net worth 
of $124,685, with a healthy financial condition. 

This concern operates in the highly specialized business of designing, 
developing, and manufacturing various types of engineering, computing, 
and controlled mechanisms and devices that are used primarily in aerial 
navigation. These products include position computers, lunar com¬ 
puters, automatic Mercator chart boards, and dead-reckoning tracers. 
All manufacturing is carried on in one plant. 

The comparative figures for year B and year A are given in Schedule 
53. The third column in this schedule gives the dollar changes upward 
and downward for each item between these two sets of fiscal figures. 
Most of the items show increases, the most important being the increase 
in the totals on both sides of the balance sheet of $202,186, in the total 
liabilities of $173,396, in the fixed assets of $85,570, in the serial notes 
payable of $67,375, in the development expense of $61,325, and in the 
net sales of $60,322. Seven items show decreases, cash of $1,097, due 
from officers of $1,445, prepaid items of $63, deferred royalty income of 
$12,000, a quite substantial shrinkage in net working capital of $64,116, 
current ratio of 1.24, and tangible net worth of $20,535. 

The change in any one or in several of the items between year B and 
year A may readily be determined without the use of this increase- 
decrease column. There is no doubt, however, that, where used, this 
column does throw the important changes, either upward or downward, 
into bold relief. To the analyst, the significance of these changes should 
become immediately apparent. Instead of studying these figures by 
discussing only the outstanding features, the practice which has been 
generally followed in this volume, let us take up each figure, item by 
item, and analyze the significance of its trend, whether that significance 
is of minor or considerable importance. This is the manner in which 
an analyst would study the figures mentally. 

Cash .—Cash decreased $1,097 between the 2 years. The cash of 
$58,938 in year B was entirely unrestricted. Of the cash of $57,841 in 
the balance sheet for year A, $26,763 was restricted and in a separate 
bank account. This cash was advanced by one customer and could 
only be used to pay for merchandise and services needed to fulfill a 
specific contract. Moreover, cash could be withdrawn from this special 
account only by the signature of a cosigner who was a representative of 
this particular customer. 

Receivables .—Notes receivable increased $820 and accounts receivable 
increased $14,129, a total increase in receivables of $14,949. On the 
basis of the net sales for the respective years, the receivables give an 
average collection period of 40 days for year P, and of 51 days for year A. 
The (jollection periods in this case have little significance, as all manu- 
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facturing is carried on under specific contracts and the manner of payment 
is carefully stipulated in each contract. What is significant is the fact 
that $32,702 of the receivables was assigned to a depository as security 
for the bank loan of $30,000 outstanding at the end of year A, 

Irwentory. —Inventory increased $28,053. The ratio of net sales 
to inventory was 2.9 for year B, and 2.6 for year A. The relationship 
in year B was satisfactory for a manufacturer producing highly technical 
apparatus under contracts. The relationship for year A was a little 
low, due to the fact that the inventory increased too much during the 
year and not because net sales were low. Moreover, the inventory 
was 395.1 per cent of the net working capital, a very unbalanced condi¬ 
tion; this was due both to a slightly heavy inventory and to inadequate 
net working capital in year A, 

Current Assets. —Current assets increased $41,905 during the year. 
This increase is the sum of the net differences in the four items going to 
make up the current assets. 

Fixed Assets. —The net depreciated value of the fixed assets, that is, 
the real estate, plant, and equipment, went up from $71,481 to $157,051, 
or a very substantial difference of $85,570. The fixed assets in year B 
represented 57.4 per cent of the tangible net worth, which was a reason¬ 
able proportion. The fixed assets in year A represented 151.1 per cent 
of the tangible net worth, a very excessive proportion. These additions 
to the plant assets were largely financed by increased borrowings in the 
form of serial notes payable due in 3 to 6 years. If arrangements 
had not been made well in advance of this expansion program to obtain 
funds in this manner, the program could not have been carried out; the 
financial condition of the business could not have carried the burden. 
There is a real question as to whether the program was sound. 

Leasehold Improvements. —^Leasehold improvements expanded $12,239. 
If leasehold improvements were grouped with the fixed assets, the two 
items in year B would become $87,208, and in year A $185,017. These 
two items would then represent 70.0 per cent of the tangible net worth 
in year B, which would be heavy, and 177.8 per cent in year A, which 
would be clearly and unquestionably excessive. 

Due from Officers. —Due from officers decreased $1,445, representing 
payments on account. This item was a nominal one in both years— 
$2,567 in year B and only $1,122 in year A. 

Prepaid Items. —Prepaid items decreased $63. This item likewise 
was moderate in both years—$2,252 in year B and $2,189 in year A. 

Miscellaneous Receivables. —Miscellaneous receivables increased 
$2,655. In year 5, this item was $7,000 and represented a loan made in 
year E to a neighboring concern from which Controlled Mechanism 
Corporation purchased specialized equipment. The loan was a demand 
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loan but the financial condition of this debtor was very extended and 
indicated no immediate likelihood of repayment. The $7,000 was also 
owing in year A. The increase of $2,655 in year A represented notes 
due in 12 months taken for the sale of secondhand machinery which 
could no longer be used efficiently. The concern that purchased the 
machinery was located in a nearby town. Its affairs were in fairly well- 
balanced condition and these notes would undoubtedly be met promptly 
at maturity. 

Development Expenses .—Development expense increased $61,325. 
Here was a very spectacular increase in the expenditures for experi¬ 
mentation, expenditures that had been capitalized instead of being 
charged to expense. A more conservative financial management would 
have made this charge to expense.® The results of this accounting policy 
will be examined in the consideration of a later item. Development 
expense, like good will, patents, and trade-marks, is an intangible asset. 

Patents .—Patents were carried in both balance sheets at the same 
amount, $1. Like development expense, patents is an intangible item. 
Unlike the item of development expense, which was increased by the 
capitalization of expenditures during the year, the value at which a 
constantly increasing number of patents was being carried on the books 
had remained unchanged. 

Total .—The total of all the asset items increased $202,186. This 
figure is the sum of the net changes in the four items comprising the 
current assets and the six items showing changes among the fixed, mis¬ 
cellaneous, and intangible assets. 

Due to Banks .—Due to banks increased $30,000. No bank borrow¬ 
ings were disclosed in the balance sheet at the end of year B. During 
year A, bank borrowings had reached a peak of $75,000 but had been paid 
down to $30,000 at the end of the year. These borrowings were not on 
the unsecured straight note of the corporation; they were secured by the 
assignment on a nonnotification basis, as mentioned above, of $32,702 
of the accounts receivable. 

Accounts Payable .—Accounts payable increased $22,818. Both the 
amounts due to banks and the accounts payable would normally expand 
along with any increase in the receivables and the inventory in the current 
assets. This increase in accounts payable, however, was moderate, 
because of the rather substantial increase in other current liability items. 

* A skilled analyst has considered such situations very clearly in the following 
words: *‘To the writer profits from operation mean little or nothing as a strength 
indicator if more than offset by delayed but essential and necessary direct deductions 
from net worth. The real and important matter from the standpoint of any operation 
for any year or series of years is as to whether or not the subject has increased or been 
compelled to decrease its net worth.”— Wall, Alexander, How to Evaluate Financial 
SUUementSy p. 125 (Harper & Brothers, New York, 1936). 
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Accruals ,—^Accruals expanded $22,982. In addition to the typical 
accrual items of rent, wages, and taxes, this item in year B included a 
small amount of royalties payable, and in year A a substantial amount 
of royalties payable. These royalties were due for the use of six basic 
patents utilized by Controlled Mechanism Corporation in its operations 
which were owned by others. 

Advances from Customers ,—^Advances from customers expanded 
$28,560. Because of the light working capital position and the extended 
financial condition disclosed by the low ratio of the current assets to 
current liabilities at the end of year A, the high percentage of current 
liabilities to the tangible net worth, and the high percentage of fixed 
assets to tangible net worth, customers had to advance sufficient cash 
funds so that this concern could fulfill its contracts. As the bank loan 
was paid down, the banlc was reluctant to increase its extension of credit 
even on a secured basis. The officers had no additional funds which 
they could invest in capital stock, so the last resort to obtain necessary 
funds was the customers. The high quality of the research work and 
the experimentation of this enterprise had provided several products 
which were far superior to anything on the market, and in order to 
obtain these particular key products, the customers were perfectly 
willing to make cash advances to assist in financing operations. To pro¬ 
tect themselves against any unwarranted use of these particular funds, 
the larger customers stipulated that the advances be set up in special 
checking accounts and that a cosigner be necessary to withdraw any 
funds. This arrangement, while cumbersome and complicated, was 
effective. 

Due to Officers ,—Due to officers increased $1,661. No amounts were 
due at the end of year B, This amount at the end of year A represented 
a bonus to be paid in January. 

Current Liabilities .—Current liabilities increased $106,021, repre¬ 
senting the sum of the net increases in the five individual current liability 
items. This increase is a very large one, the current liabilities increasing 
from $64,839 in year B to $170,860 in year A. As a general rule, the 
total of current liabilities fluctuates in close relationship to the changes 
in the total current assets. Here the fluctuation was far greater. While 
the current assets had increased $41,905, the current liabilities had 
increased $106,021. The far greater increase was due to the fact that 
liquid assets to the approximate extent of the increase in fixed assets of 
$85,570 and of the increase in leasehold improvements of $12,239 had 
been withdrawn from current assets and put into slow assets. 

Serial Notes Payable .—Serial notes payable increased $67,375, rising 
from $45,000 at the end of year B to $112,375 at the end of year A. 
These notes were due serially in various amounts from 3 to 6 years after 



COMPARATIVE ANALYSIS OF BALANCE SHEETS 


451 


year A. They were secured by a first mortgage on the real estate, 
plant, and equipment and carried interest at the rate of 4 per cent per 
annum. The notes were held by a prominent ,life insurance company. 
The outstanding notes of $45,000 at the end of year B were rather 
moderate. The outstanding notes of $112,375 at the end of year A 
were heavy and excessive from eveiy angle. Whereas the funded debt 
of a business enterprise should not exceed the net working capital, at 
the end of year A the serial notes were 439.9 per cent as large as the 
net working capital. It might well be that difiiculty will be experienced 
in meeting these maturities out of earnings or in refinancing these obliga¬ 
tions as they mature. The situation is not healthy. 

Total Liabilities. —Total liabilities went up $173,396. This increase 
represented the combined increases of the current liabilities and of the 
serial notes payable. At the end of year B, the total liabilities amounted 
to $109,839 and, while substantial, were not out of line with the tangible 
net worth. At the end of year A, the total liabilities amounted to 
$283,235 and were 272.1 per cent of the tangible net worth, a very 
unbalanced relationship. This relationship became heavy not only 
because of the large increase in the total liabilities but also because of 
the shrinkage in the tangible net worth. 

Deferred Royalty Income. —Deferred royalty income decreased $12,000. 
This item arose in year C when one of the representative business corpora¬ 
tions of the country made a cash payment to Controlled Mechanism 
Corporation for the use of certain of its patents over a 4-year period. 
Part of this cash payment became income in year C, and the balance was 
set up as this deferred royalty income account to be prorated as income 
over the period. The decrease of $12,000 represented the amount taken 
into income in year A. 

Common Stock. —Common stock remained unchanged at $60,000 
during both years. 

Capital Surplus. —Capital surplus likewise remained unchanged at 
$89,372. This item arose in year D when common stock was sold for 
cash. The excess above $10 per share was set up on the books as capital 
surplus. 

Earned Surplus. —Earned surplus increased $40,790. This sum 
represented the book net earnings shown by the profit and loss statement 
for year A. 

Total. —The total of the liability items, deferred royalty income, and 
capital items increased $202,186. This increase balances the increase 
in the total of the asset items. There is no significance in this item, the 
significance being in the changes in the underlying items which go to 
make up this figure. 

Net Working Capital. —Net working capital decreased $64,116. Here 
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is a decrease of fundamental importance. Net working capital of $89,668 
at the end of year B was turned over 2.33 times in net sales and was 
adequate to support the volume of business. The ratio between the 
net sales of $269,116 and the net working capital of $25,542 at the end 
of year A was 10.53. At this rate, the net working capital was inade¬ 
quate and was turning over as fast as a counterfeit nickel. To operate 
a business on inadequate net working capital, as has already been stated, 
calls for heavy liabilities. This accompanying characteristic is clearly 
portrayed in these figures. The great shrinkage in net working capital 
was brought about by investing relatively large sums of liquid assets in 
fixed assets, leasehold improvements, and development expenses, with 
minor increases in other slow assets. * The shrinkage would have been 
even greater if increases had not been recorded in the amount of the 
outstanding serial notes payable and the retained earnings. 

Current Ratio ,—The current ratio decreased 51.9 per cent. At 2.39 
in year B, the current ratio indicated a generally satisfactory relation¬ 
ship between the current assets and the current liabilities. At 1.15 in 
year A, it indicated a proportionately unsatisfactory and top-heavy 
condition. The margin between the current assets and the current lia¬ 
bilities for year A provided very slim security to any creditor and should 
certainly have indicated a fevered condition to the active management. 

Tangible Net Worth ,—Tangible net worth decreased $20,535. This 
decrease is the exact difference between the increase in the item of 
development expenses of $61,325 and the increase in the earned surplus 
of $40,790. The two items of development expenses and patents, as 
already mentioned, are intangible items, and so were deducted from the 
total of the common stock, capital surplus, and earned surplus of the 
respective years to arrive at the tangible net worth. The increase in 
development expenses in excess of the retained book net profits (which 
is also the increase in earned surplus) would bring a corresponding reduc¬ 
tion in the tangible net worth. That is what happened. So, we have 
the unusual situation of an increase in earned surplus and at the same 
time a definite decrease in tangible net w^orth brought about by the 
capitalization of a certain type of expense. It is interesting to note at 
the end of year A that the capitalized development expenses carried at 
$94,335 was greatly in excess of the earned surplus of $49,114. If there 
were no item of development expenses, the earned surplus of $49,114 
would be turned into a deficit figure of the difference, or of $45,221. 

Net Sales ,—Net sales increased $60,322, representing favorable 
progress for the year from the viewpoint of increased business. Not¬ 
withstanding this progress, as has been indicated by the discussion of 
several of the items above, the internal financial condition of this enter¬ 
prise had changed radically from an attractive, sound condition at the 
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end of year B to a weak condition unbalanced by excessive fixed assets, 
top-heavy liabilities, and undernourished net working capital at the end 
of year A, The financial condition had become more than unsound; it 
represented a condition where oxygen was needed to keep the patient 
alive. 

Net Profit .—The net profit or, as it has been termed during the past 
few pages in the discussion of the affairs of this concern, the hook net 
profit, increased $30,471. The book net profit of $10,319 for year B 
was 4.94 per cent on net sales and 8.28 per cent on the tangible net worth. 
The book net profit of $40,790 for year A was 15.16 per cent on net sales 
and 39.18 per cent on the tangible net worth. Figures for both years 
were satisfactory and for year A apparently quite attractive. At this 
point, however, we must recall our discussion on net profits and realize 
that a final profit figure is, at times, arrived at by accounting conven¬ 
tions. In this case development expenses to the extent of $61,325 were 
capitalized during the year and it was on the basis of this practice that 
the net profit of $40,790 was recorded. On the other hand, if no part 
of these expenditures aggregating $61,325 had been capitalized but all 
had been charged to expense, the profit and loss statement instead of 
showing a net profit of $40,790 would have recorded a net loss for the 
year of $20,535, and the per cent profit on net sales and on the tangible 
net worth would have been turned into percentage losses. More con¬ 
servative management would have followed this latter practice, and it is 
the one that would normally be followed by the analyst. So, whereas 
at first glance a very substantial net profit seemed to have been earned, 
actually a net loss was incurred for the year, on top of the decidedly 
unbalanced internal condition. 

Dividends .—No dividends were paid for either year. 

EXPLANATION OF CHANGES 

In comparative analysis the analyst, along with understanding the 
significance of the upward and downward changes in dollar amounts, 
should endeavor to search out and understand the policies, conscious or 
unconscious, which brought about those changes. Too often the analyst 
is given only the bare figures for study, with no supplementary facts or 
explanations. Trends may be obtained in comparative analysis, but 
the lack of supplemental information hinders at times the most precise 
deductions. 

In Chap. XI, for example, the comparative balance sheets of the 
Men’s Suit Co., Inc., were analyzed. Those figures disclosed steadily 
increasing year-end inventories on fluctuating annual net sales, giving 
a slower and slower relationship between these two important items. At 
the same time, the current liabilities increased from $196,353 in year C 
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to $361,471 in year A. The current Kabilities at the end of year A 
were 253.5 per cent of the tangible net worth. 

There is no doubt that the condition of this business, at the end of 
year A, was extended with excessive current liabilities. When the 
inventory, which was the primary cause of this heavy debt, was analyzed, 
there were two possibilities: if the inventory on June 30 of year A included 
a substantial carry-over of spring suits, the business was in a weak con¬ 
dition; if the inventory contained a nominal carry-over of spring suits 
or none at all but contained instead fall and winter fabrics, suits, and 
topcoats, the heavy condition was materially mitigated. Which of 
these two extremes, or what condition midway between the two, existed, 
could not possibly be determined from the bare figures. The necessary 
explanation had to come from the active management, or from someone 
close to the active management such as the accountant, the banker, or a 
principal creditor. 

The technique of obtaining essential supplementary information for 
a complete understanding of comparative figures has been used many 
times in this volume. Although the practice is one that is widely used 
and is highly desirable, in many situations the analyst has only the 
figures for analysis; he must make the best use of them that he can. The 
following case will high-light the desirability of obtaining additional 
information where practical and reasonable. 

Manufacturer and Retailer of Candy 

The Pure Candy Corporation was organized 28 years ago. Operations 
were carried on profitably until 12 years ago when the owner sold control 
to a new group. The management of the new group proved incompetent 
and after 2 years of dwindling profits, there was ushered in an extended 
period of losses which ran for 8 consecutive years. In year C an experi¬ 
enced candy group purchased control. In year B the corner was turned 
with a net profit of $5,804, and in year A a very substantial net profit 
of $391,664, or 22.23 per cent on the tangible net worth, was recorded. 
This showing was most unusual. 

In addition to manufacturing candy, this concern conducts a chain 
of 112 retail candy stores located in the states of Connecticut, Delaware, 
Maryland, New Jersey, New York, and Pennsylvania. In 52 of the 
stores, in addition to the distribution of candy, soda fountains are also 
operated. A small portion of the annual output of candy is sold at 
wholesale. 

The comparative figures of this corporation for year B and for year 
A, with the upward and downward dollar changes in each item in the 
third column, appear in Schedule 54. This comparative schedule is an 
unusual one as it discloses several radical changes. Along with an 
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internal and comparative analysis of the figures^ these changes will be 
discussed in the light of supplementary explanatory information, to 
illustrate the enlightenment thrown on figures by an intimate knowledge 
of managerial policies. It is management that makes an enterprise tick. 

Pure Candy Corporation [Schedule 64] 

_ Comparative Figures for Years Ended December 31, 19— _ 

(B) (A) Increase 

Two Years One Year or 

Ago Ago Decrease 


Assets 


Cash. 

Accounts Receivable. 

Inventory. 

Current Assets . 

Fixed Assets, Net. 

Investments. 

.. $ 983,827 
49,879 
634,613 
.. $1,668,319 

108,996 

76,148 

$ 646,718 
110,148 
790,338 
$1,547,204 

1,870,034 

76,148 

2,544 

158,144 

1 

-$ 337,109 
+ 60,269 
+ 155,725 
-$ 121,115 

+ 1,761,038 

Miscellaneous Receivables... 

Deferred Charges. 

Good Will. 

502 

57,233 

1 

+ 2,042 

-f 100,911 

Total . 

.. $1,911,199 

$3,654,075 

+$1,742,876 

Liabilities 

Accounts Payable. 

.. $ 268,223 

$ 338,699 
77,633 

+$ 70,476 

Accruals. 

20,716 

+ 56,917 

Reserve for Taxes. 

70,268 

162,800 

+ 92,532 

Dividends Payable. 

Mortgage Maturities. 


121,254 

8,000 

+ 121,254 

+ 8,000 

Current Liabilities . 

. . $ 359,207 

$ 708,386 

+$ 349,179 

Real Estate Mortgages. 


1,184,000 

+ 1,184,000 

Total Liabilities . 

., $ 359,207 

$1,892,386 

+$1,633,179 

Common Stock. 

Paid-in Surplus. 

.. 1,273,259 

227,741 

1,212,546 

227,741 

321,402 

60,713 

Surplus. 

50;992 

+ 270,410 

Total. 

.. $1,911,199 

$3,654,075 

+$1,742,876 

Net Working Capital . 

.. $1,309,112 

1 838,818 

-$ 470,294 

Current Ratio . 

4.64 

2.18 

2.46 

Tangible Net Worth . 

.. $1,551,991 

$1,761,688 

+$ 209,697 

Net Sales. 

.. $7,451,724 

$9,569,238 

+$2,117,514 

Net Profit. 

5,804 

391,664 

+ 385,860 

Dividends. 

None 

121,254 

+ 121,254 


The most important changes between the figures for year B and year 
A are the spectacular increase in the fixed assets from $108,996 to 
$1,870,034, the expansion in the total liabilities from $369,207 to $1,892,- 
386, represented largely by the item of real estate mortgages, the shrink- 
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age in the net working capital from $1,309,112 to $838,818, the increase 
in net sales, and the very great increase in the net profits. Instead of 
analyzing these changes in the light of their importance, the procedure 
used in the preceding example of treating the items in consecutive order 
will be followed. 

Cash ,—During the interval reflected by the two comparative balance 
sheets, the cash was reduced from $983,827 to $646,718, or a decrease of 
$337,109. In year B the cash of $983,827 was an exceptionally strong 
feature of the balance sheet, especially as no part had been created by 
bank borrowings. The cash of $646,718 on hand at the end of year A 
was also suflScient for any normal needs. The decrease was brought 
about by rather substantial expenditures during the year in renovating 
many of the retail stores. All such costs involved cash expenditures. 
The reason for undertaking this improvement program is described a 
little later. 

Accounts Receivable ,—The accounts receivable amounted to $110,148 
at the end of year A, having increased $60,269. The management 
declined to give any information regarding the amount of the net sales 
which represented wholesale volume on credit terms for both year B and 
year A, so there was no basis for analyzing these two figures. It would 
seem evident, however, that the wholesale business had increased during 
the year unless the accounts receivable at the end of year A included a 
considerable number of delinquent accounts. The increase during the 
year was relatively large. 

Confectionery is generally sold by manufacturers on terms of 2 per 
cent discount in 10 days, net 30 days. The Pure Candy Corporation 
used these standard selling terms. Wholesale candy sales probably 
increased in November and December over the average monthly sales. 
If the average receivables on the books during the year amounted to 
$80,000 and the average collection period was 40 days, then the whole¬ 
sale sales for year A would have ranged in the neighborhood of $750,000. 
This figure would have represented only 7.8 per cent of the net sales 
for year A. 

Inventory ,—The inventory increased $155,725, or 24.5 per cent. 
For year B the ratio of net sales to the inventory was 11.7 times, and 
for year A, notwithstanding the increase, 12.1 times. As the net sales 
increased, the ratio with the closing inventory increased. That was 
certainly a favorable omen. Moreover, for both years, the ratio was 
the same or somewhat higher than the 5-year average of 11.7 times. 

For year B the ratio of inventory to net working capital was 48.5 
per cent, and for year A, 94.3 per cent. Here was quite a radical change, 
from a most favorable proportion to one which at best might be considered 
fair. The change was brought about, not by any great expansion in 
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inventory because the management believed in speculating in inventory, 
but by the decrease in net working capital. As will be shown later, this 
decrease was due to the management policy of utilizing a considerable 
proportion of the net working capital for the rehabilitation of rundown 
retail stores, the purchase of a factory, and the purchase of two buildings 
where strategic retail stores were located. The conversion of some 
portion of the current assets into fixed assets brought about the decrease 
in net working capital and consequently gave this higher ratio with the 
inventory. 

During year A, the method of pricing inventory was changed from 
first-in first-out to last-in first-out. The effect of this change was a 
reduction in the value of the inventory by $122,624. As a result, the 
valuation of the inventory carried in the balance sheet at the end of 
year A was somewhat more conservative than at the end of year B, 

Current Assets .—The current assets decreased moderately from 
$1,668,319 to $1,547,204. The shrinkage in the cash of $337,109 was 
greater than the increases in the accounts receivable and in the inventory 
by this difference in the current assets of $121,115. 

Fixed Assets .—Here was a most spectacular change, from $108,996 
at the end of year B to $1,870,034 at the end of year A, or an increase 
of $1,761,038. This $108,996 at the end of year B represented machinery, 
equipment, and leasehold improvements at cost, less reserve for deprecia¬ 
tion of $6,871. No more detailed breakdown was available. The 
following interesting segregation of the item was available as of the end 
of year A: 


Factory land, building, machinery, and equipment, less 

depreciation. $ 428,348 

Other land and buildings, less depreciation. 856,758 

Store equipment and leasehold improvements, less deprecia¬ 
tion ... 584,928 

$1,870,034 


Throughout year B, the machinery and equipment had beeen located 
in a leased building. During the latter part of year J5, the management 
decided to purchase a plant ideally located on a railroad siding in a 
near-by city. Early in year A, title to this plant was acquired and the 
machinery and equipment were moved into it. The purchase price was 
$404,000 of which $10,000 was cash and the remainder a first mortgage 
containing terms which will be described later. 

Of the 112 retail stores, 2 had been located without change, 16 and 
18 years respectively, in buildings which the management had decided 
were ideal locations. The rental charges, however, in relation to the 
volume of business at these locations were heavy. After a careful study, 
it was decided that the corporation would be better off if the two build- 
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ings and the underlying real estate could be acquired at certain prices. 
Both structures were oflBice buildings and, at this particular time, were 
earning profits after taxes, interest, depreciation, and full upkeep. 
After considerable negotiations, titles to both locations and buildings 
were acquired, one for $200,000 and the other for $656,756. A cash 
payment of $18,000 was made in the purchase of the first building with 
a first mortgage of $182,000; and a cash payment of $40,756 in the 
purchase of the second structure with a first mortgage of $616,000. 

When the present management acquired control of the business in 
year B, the retail stores were antiquated and neglected. Almost without 
exception, every store had to be modernized and streamlined to present 
an inviting appearance to draw customers. A program of renovation 
and remodeling was carried on throughout year A. Simultaneously, 
where leases were high they were renegotiated. If rentals could not be 
brought to a satisfactory basis, the stores were operated until the expira¬ 
tion of leases. Where leases expired during the year and could not be 
renegotiated satisfactorily the stores were closed. Extensive cash was 
used to carry out this program. Store equipment and leasehold improve¬ 
ments at the end of year A were carried on the books at the substantial 
sum of $584,928. 

At the end of year B, the fixed assets represented only 7.0 per cent 
of the tangible net worth. At the end of year A, the fixed assets repre¬ 
sented 106.1 per cent of tangible net worth. That was quite a change, 
not entirely in the right direction. There was absolutely no doubt that 
at the end of year A the concern was overloaded with fixed assets; in 
fact the concern was now in the real estate and office building business 
as well as in the candy manufacturing and distributing business. Here 
was a condition that might well be the cause of headaches in the future. 

It is a very practical policy, as a general rule, for the operating 
management of a business enterprise to concentrate on the object for 
which the business is launched. There is too great temptation to take 
on side lines, which may or may not be profitable, and thus divert capital 
and energy into channels to which sufficient attention and knowledge 
cannot be given so that losses occur. 

Investments ,—No change occurred in the item of investments during 
the year. Even though there was no change, an understanding of how 
the item arose would have some bearing upon the analysis. The prior 
management acquired 5 years ago a 48 per cent common stock interest 
in a manufacturer of hard candy located on the Pacific coast. At no 
time has this concern had outstanding any preferred stock; its capitaliza¬ 
tion consisted solely of common stock. This investment was made on the 
basis of the book value of the stock, an up-to-date appraisal of the fixed 
assets having been made for this purpose. The investment cost $76,148 
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and it has remained unchanged on the books of the Pure Candy Corpora¬ 
tion over the years since that time. 

A study of the comparative figures of this Pacific coast hard candy 
manufacturer showed that losses had been assumed every year for this 
past 5 years. At the end of year S, the concern had a tangible net 
worth of $12,622; at the end of year A it was only $8,460 and the current 
liabilities amounted to $21,692. The business was in a very unhealthy 
condition with every possibility that it would become bankrupt in the 
immediate future. The 48 per cent interest of the Pure Candy Corpora¬ 
tion in the tangible net worth of $12,622 and $8,460, respectively, would 
represent $6,058 and $4,060. So here was an investment that at the end 
of year A was still being carried on the books at a cost of $76,148 when the 
asset had an economic value of only $4,060 and in the near future would 
probably be absolutely worthless. These facts could only be ascertained 
by studying the figures of the hard candy company and learning when 
the investment was made, the per cent of interest it represented, and 
the policy followed by the management in valuing the investment. 

This situation, as explained in Chap. IV, may occur because of the 
so-called ‘^conventions’^ of the accounting profession. One management 
may carry investments over the years at cost, even though the current 
value may be appreciably more or less. Another management may 
adjust such values each year to agree with the books of the concerns or 
with the market values of the securities, if they are listed on a national 
security exchange or traded actively over-the-counter. 

This item would have been more complicated if the Pure Candy 
Corporation had lent funds to the hard candy manufacturer over the 
years as working capital and had carried those loans, as some manage¬ 
ments do, in the current assets. As it was, there had been no inter¬ 
company relations of any kind over the intervening years. 

Miscellaneous Receivables ,—Miscellaneous receivables were moderate 
in both years, only $502 in year B and $2,544 in year A. In year B, 
the item represented loans to two employees. In year B, it represented 
loans to four employees, and $1,050 due from the sale of secondhand 
equipment. 

Deferred Charges ,—^The deferred charges increased $100,911 during 
the year. A comparative breakdown of this item for both years gave 
the following comparison: 



Year 5 

Year A 

Prepaid Insurance. 

. $31,562 

$ 52,801 

Prepaid Rent. 

. 15,986 

35,994 

Prepaid Store Rehabilitation. 

. 1,841 

16,558 

Prepaid Lease Commissions. 

. 4,406 

20,904 

Prepaid Expenses. 

. 1,903 

14,889 

Prepaid Taxes. 

. 1,535 

16,998 


$57,233 

$158,144 
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The individual items going to make up the total of the deferred 
charges in both years were quite substantial. Prepaid insurance was the 
largest individual item in both years, $31,562 and $52,801, respectively. 
Prepaid rent on retail stores was the second largest item. Then came 
prepaid lease commissions on rental negotiations, prepaid taxes, prepaid 
store rehabilitation, and a miscellaneous item of general prepaid expenses. 

Good Will ,—Good will was carried unchanged in both balance sheets 
at$l. 

Total —Total assets increased $1,742,876 during the year. The 
increase in this total was exceeded by the increase in the single item of 
fixed assets. Every item in the assets except two expanded during the 
year; those two were cash and good will. 

Accounts Payable ,—^Accounts payable increased $70,476. This item 
consisted entirely of unpaid invoices for merchandise. The amount* 
was quite moderate in both year B and year A, as the corporation was in 
sound current condition and took advantage of all discounts when terms 
of purchase allowed discounts. This fact was verified by an outside 
trade investigation which indicated a splendid paying record with all 
suppliers of raw materials. 

Accruals ,—In this particular case, accruals represented unpaid 
salaries and wages and nothing else. The item increased from $20,716 
to $77,633 during the year because wages were higher, there were more 
employees, and the end of the fiscal year broke so that salaries and 
wages were accrued for 2 days longer in year A than in year B, 

Dividends Payable ,—No dividends had been paid by this corporation 
for years and years. In view of the profitable operations in year A, 
however, a dividend of 10 per cent was declared on the par value of the 
common stock in December, payable in January of the following year. 
The obligation accordingly became a current liability and was set up on 
the books of the corporation at $121,254. 

Mortgage Maturities ,—When the factory and the two office build¬ 
ings were purchased during year A, the mortgage terms were quite 
unusual, calling for the payment of only $4,000 yearly on the mortgage 
on the factory, and only $2,000 each on the two buildings, or a very 
moderate total of $8,000. As a result only $8,000 of the total mortgage 
obligations became a current liability in year A, Often the current 
maturity is not carried as a current liability in the balance sheet as 
issued by the corporation or the public accountant,^ and the analyst 
must then adjust the figures to obtain a basis for a sound analysis. 

^ In a survey conducted by the author among lending bankers, corporate financial 
executives, mercantile credit men, and accountants the following question was asked: 

Should accountants always carry as a current liability that portion of a funded 
obligation, mortgage, debenture, or issue of notes, which is due and payable within one 
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Current Liabilities .—^Every item in the current liabilities increased 
during the year, bringing about a total increase for the current liabilities 
of $349,179, or 97.2 per cent. The current liabilities were quite moderate 
in relation to the current assets and the tangible net worth in both years, 
amounting to only 22,5 per cent of the tangible net worth at the end of 
year B, and 40.2 per cent at the end of year A. 

Real Estale Mortgages .—No real estate mortgages appeared in the 
balance sheet at the end of year B. The factory was purchased subject 
to a mortgage of $394,000, payable $4,000 annually and the balance at 
the end of 15 years, and carried interest at the rate of 3 per cent per 
annum. The two office buildings were purchased subject to first mort¬ 
gages of $182,000 and $616,000 respectively; both these mortgages were 
to be amortized at the rate of $2,000 annually; both bore interest of 4 
per cent per annum, and the unpaid balance in both cases fell due at the 
end of 10 years. The deferred portion of these three mortgages totaled 
$1,184,000, which was certainly heavy, being 41.3 per cent in excess of 
the net working capital. In addition to the fixed assets being top- 
heavy, now we have run across a second accompanying disturbing 
factor, excessive mortgage obligations. 

Total Liabilities .—Total liabilities expanded from $359,207 to 
$1,892,386, a very rapid growth for 1 year. The expansion was brought 
about by the increased current liabilities and the heavy real estate mort¬ 
gages. Total liabilities at the end of year B were nominal, only reaching 
22.5 per cent of the tangible net worth. At the end of year A, the total 
liabilities were 7.4 per cent in excess of the tangible net worth, an unbal¬ 
ancing proportion. Here was a third disturbing factor. 

Common Stock .—The common stock decreased $60,713 during the 
year. The decrease was brought about by the redemption of that 
amount of common stock at par value. 

Paid-in Surplus .—The paid-in surplus, amounting to $227,741, has 
remained unchanged over the years. The item arose from the original 
sale of common stock at a price in excess of the par value. 

Surplus .—Surplus increased $270,410, representing net profits 
retained in the business in excess of the declared dividends of $121,254. 
This increase is quite a substantial one to have taken place in any one 
year. 

Total .—The increase in the total of all liability and capital items 
amounted to $1,742,876 and balanced the increase in all of the asset 


year of the statement date, and for which no sinking fund provision has been made?’* 
The bank lending officers replied 99 per cent in the affirmative, the corporate financial 
executives 92 per cent, the mercantile credit men 95 per cent, and the accountants 
91 per cent. For additional information see The Balance Sheet of the Fviure^ pp. 45-47 
(Dun &. Bradstreet, Inc., New York, 1941). 
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items. All the asset items except cash and good will increased during the 
year. All the liability and capital items, except common stock and paid- 
in surplus, increased. The principal increase in the assets was in the fixed 
properties, and the principal increase in the liabilities was in real estate 
mortgages. Both items arose out of the same business transactions. 

Net Working Capital, —The net working capital decreased $470,294. 
This decrease was brought about by the heavy expenditure of cash to 
renovate, modernize, and improve the retail stores. This program was 
essential for the revamping of the operating policies and such expenses 
had to be met out of the current assets. Although the net working 
capital was decreased considerably, the item amounting to $838,818 at 
the end of year A, it was adequate for the current needs of this business. 
The decrease would have been greater if most of the net profits for the 
year had not been retained in the business. 

Current Ratio, —During the year the current ratio dropped from 
4.64 to 2.18. Ratios for both years and the component items making 
up the current assets and the current liabilities for both years were 
healthy. The Pure Candy Corporation had available substantial lines 
of credit at banking institutions; the fact that no part of these credit 
facilities was being used on either of the two statement dates sub¬ 
stantiated the sound current condition reflected in the current ratios. 

Tangible Net Worth, —The tangible net worth for both year B and 
year A comprised the sum of the common stock at par value, the paid-in 
surplus, and the earned surplus less the one intangible item in the assets, 
namely, the good will carried at $1. The increase in the tangible net 
worth of $209,097 represented the difference between the retained earn¬ 
ings (the net profits in excess of the dividends) of $270,410 less the 
decrease in the outstanding common stock. The increase for the year 
was very attractive progress. 

Net Sales, —The net sales increased $2,117,514, or 28.3 per cent. An 
increase of 28.3 per cent in net sales in 1 year is very unusual. The 
relationships between the net sales and the tangible net worth and 
between the net sales and the net working capital were very attractive 
for both years. The new management showed its colors with aggressive¬ 
ness by producing better candy than had ever been produced by this 
corporation, and by raising its prices to cover the increased cost and 
produce a profit. This policy worked out to perfection. 

Net Profits, —For year B the book net profits amounted to $5,804, 
representing a nominal return of 0.08 per cent on the net sales and 0.37 
per cent on the tangible net worth. A remarkable change took place 
in year A, Book net profits amounted to $391,664, representing 4.09 
per cent on the net sales and 22.23 per cent, an almost impossible per¬ 
centage, on the tangible net worth. 
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This improvement in hook net profit showing was most remarkable. 
These figures, however, like the reported net profits of the Controlled 
Mechanism Corporation, needed some adjustment. The adjustment 
here was not due to the fact that certain expenses had been capitalized 
but to the fact that the investment item had been carried over the years 
at cost. Between year B and year A the actual book value of the invest¬ 
ment, as already explained, dropped from $6,058 to $4,060, or a decrease 
of $1,998. This relatively nominal amount had not been taken into the 
profit and loss statement. Between year C and year B, the book value 
of the investment had decreased from $18,060 to $6,058, or the sum of 
$12,002. If this loss had been taken into account for year B, instead of 
a book net profit of $5,804, there would have been a net loss of $6,198. 

At this point, one mental calculation should be kept in mind. If 
the inventory had been taken on the first-in first-out basis as in previous 
years, and not on last-in first-out, the net profit before taxes would have 
actually been $122,624 greater. The application of this hidden profit, 
and the hidden loss on the investment of $1,998, would give an actual 
net profit for year A, subject to additional Federal taxes, of $512,290. 

Dividends ,—No dividends had been paid in year B. As a matter of 
fact none were actually paid in year A, but a dividend of $121,254, or 
10 per cent on the outstanding common stock, was declared out of the 
year A earnings to be paid in January of the following year and the 
appropriation was set up on the books. The dividend was a liberal one, 
although it took only 30.9 per cent of the hook net profits for the year. 

THEORY AND PROBLEMS 

1. Explain the difference between internal and comparative analysis of financial state¬ 
ments. Is one technique better than the other? 

2. Does the fact that comparative financial statements have different dates make any 
material difference in a comparative analysis of figures for successive years? What 
background information must the analyst have to analyze a series of such financial 
statements properly? 

3. The following comparative financial statements have been turned over to you for 
your analysis and comment. As you set up these figures on columnar paper, according 
to your standards, you will find that it will be necessary for you to condense them and 
then to determine the net working capital and the tangible net worth for both years. 
To the right add an increase-decrease column. Then make your analysis, bringing 
out carefully the most important points for the consideration of the management. 
Suggest any pertinent changes in policies which seem desirable to you in the light of 
your analysis. If additional information of any kind is needed for a more thorough 
analysis, make a list of these points at the end of your report. (Note: Keep in mind 
that it is no more difficult to analyze a large business than a small one. The same 
principles apply. However, a large business is somewhat less wieldy than a small 
one.) 
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Wholesale Dbt Goods Corporation 


Comparative Consolidated Balance Sheets for Years Ended December 31, 19— 


Assets 

Current Assets 

Cash on hand and in banks. 

Accounts receivable, customers’. 

Accounts receivable, other. 

Reserve for doubtful accounts and cash discounts.. 
Merchandise inventories at the lower of cost or 

market. 

Total Current Assets. 

Other Assets 

Security investments held in connection with 
Employees’ stock sales fund 

9,622 shares common stock, at par. 

Reserve for pensions 

5,680 shares common stock, at par. 

5% gold debentures, at cost. 

Other stocks and bonds valued on the basis 

of market quotations. 

Miscellaneous investments. 

Reserves thereagainst . 

Due on sale of equipment under contract, etc... 

Loans to employees. 

Reserve thereagainst . 

Funds in closed banks.‘. 

Reserves thereagainst . 

Total Other Assets. 

Land, Buildings, Equipment, etc. 

Land, at cost. 

Buildings and building equipment, at cost. 

Furniture, fixtures, and equipment, at cost. 

Reserve for revaluation . 

Reserve for depreciation . 

Improvements to leased premises. 

Reserve for revaluation . 

Deferred Charges 

Prepaid expenses and other deferred items. 

Reserve thereagainst . 

Debt discount and expense. 

Reserve thereagainst . 

Store improvements, etc., amortized to date.... 
Reserve thereagainst . 


(A) 

One Year 

Ago 

(B) 

Two Years 
Ago 

$ 2,944,909 
10,073,488 
218,546 
800,000 

S 2,959,101 
9,125,490 
157,950 
300,000 

14,485,269 

$27,422,212 

12,198,198 

824,140,739 

S 96,220 

$ 96,220 

56,800 

56,800 

9,767 

83,366 

47,937 

22,085 

22,206 

22,821 

9,500 

60,402 

1^2,022 

S 316,145 

90,000 
59,296 
21,818 
30,678 
28,843 
9,500 
99,279 
65,007 
$ 375,063 

$ 2,561,288 
6,522,657 
3,123,969 

m,wo 

U,000,258 
76,947 
27,901 

$ 2,559,410 
6,524,516 
3,105,978 
BU,179 
3,800,333 
92,464 
38,943 

$ 7,774,307 

$ 7,899,004 

$ 390,489 

8,280 
1,720 

584,161 

498,660 

$474,480 

$ 361,555 

5,886 
326,013 
828,561 
663,108 
618,837 
$407,942 
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Liabilities 

Current Liabilities 

Notes payable, banks. 

Accounts payable, net. 

Customers* credit balances, etc. 

Installments of funded indebtedness due within 1 
year (subsequent maturities shown below).... 

Accrued interest on funded indebtedness. 

Due to employees for commissions, etc. 

Accrued bonuses pay. to officers and employees 
Accrued real estate, personal property, and other 

taxes. 

Federal taxes on income. 

Total Current Liabilities. 

Funded Indebtedness 

5% gold debentures. 

5% mortgage maturing in semiannual install¬ 
ments of $40,000 each, less amounts maturing 
within 1 year shown above. 

Reserves 

Reserve for pensions. 

Other reserves. 

Capital Stock and Surplus 
Capital stock 

5% cumulative convertible preferred stock 
Authorized, 350,000 shares of $30 par value 
each 

Issued, 283,570 shares. 

Common stock 

Authorized, 2,000,000 shares of $10 par 
value each 

Issued, 1,140,970 shares, 1936 (1935, 

1,138,110 shares). 

Treasury common stock, 28,681 shares . 

Paid-in surplus. 

Earned surplus. 


(A) 

One Year 

Ago 

(B) 

Two Years 
Ago 

$ 1,000,000 
2,872,069 
94,178 

$ 2,350,000 
2,622,777 
73,415 

80,000 

1,666 

255,925 

205,825 

605,000 

119,187 

140,615 

527,682 

663,865 

359,586 

360,000 

$ 5,701,210 

S 6,630,580 

$ — 

$ 5,100,000 

320,000 

400,000 

$ 320,000 

$ 5,500,000 

S 468,827 
6,673 

$ 515,316 

32,357 

$ 475,500 

$ 547,673 

$ 8,507,100 

$ — 

11,409,700 

286,810 

11,381,100 

286,810 

$19,629,990 

4,624,665 

5,235,779 

$11,094,290 

4,974,723 

4,075,482 

$29,490,434 

$20,144,495 

$35,987,144 

$32,822,748 


Notes in Connection with Consolidated Balance Sheet as of December 31, Year A 

a. Physical inventories were taken by employees and valued by the management at 
the lower of cost or market, first-in first-out. In accordance with established 
policies of the management, merchandise in transit on statement date, costing 
approximately $1,350,000, is not included in the inventory and/or accounts 
payable. 

5. Particular items of land, buildings, and building equipment carried, in the aggregate, 
at $1,934,560 before depreciation, are security for real estate mortgage payable in 
the amount of $400,000. 
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c. The 5% cumulative preferred stock is convertible at the option of the holders into 
common stock at rates, depending upon the date of conversion, varying from 2 to 
shares of common stock for each share of preferred stock. 


Comparative Consolidated Statement of Profit and Loss 

(A) 

One Year 
Ago 

Gross sales, less discounts, returns, and allowances $81,302,409 


Miscellaneous operating income. 64,707 

Total. $81,367,116 

Cost of goods sold (including rent, merchandise and 

buying, and publicity costs). 68,017,681 

$13,349,435 

Operating expenses (including selling, general and 

administrative, and maintenance, etc.). $ 9,264,563 

Customers^ accounts written off, less recoveries... 157,620 

Depreciation and amortization. 358,392 

Taxes (other than Federal income taxes). 664,025 

$10,444,60 0 
$ 2,904,835 

Other income. 143,865 

$ 3,048,700 

Other Deductions 

Interest on 5% gold debentures. $ 257,187 

Interest on 5 % mortgage payable. 22,666 

Other interest. 93,284 

Provision for loss on funds in closed bank. 10,000 

Other. 35,152 

$ 418,289 

$ 2,630,411 

Provision for Bonuses 

ExecutivesMneentive bonus. $ 163,825 

Special wage bonuses. 166,486 

$ ^"311 

$ 2,300,100 

Provision for Federal Taxes on Income: 

Federal normal income tax. $ 256,700 

Federal excess-profits tax. 135,300 

$ 3^000 

Net Profit. $ r,908,100 


(B) 

Two Years 
Ago 

$73,085,490 

64,773 

$73,150,263 

61,906,187 

$11,244,076 

$ 8,283,603 
224,459 
370,582 
515,722 
$ 9,394,366 
$ 1,849,710 
109,828 
$ 1,959,538 

$ 283,438 

26,666 
146,966 
10,000 
22,561 
$ 489,631 

$ 1,469,907 

$ — 

$ = 

$ 1,469,907 

$ 185,000 

$ 185,000 

$ 1,284,907 


4. We have found that the following relationships are important in analyzing the 
balance sheets of commercial and industrial business enterprises: 

1. Current assets to current liabilities 

2. Current liabilities to tangible net worth 

3. Total liabilities to tangible net worth 

4. Funded debt to net working capital 

5. Fixed assets to tangible net worth 

6. Net sales to inventory 

7. Inventory to net working capital 

8. Average collection period 

9. Net sales to tangible net worth 





















COMPARATIVE ANALYSIS OF BALANCE SHEETS 467 

10. Net sales to net working capital 

Write down the letters which precede each of the following questions) and to the 
right of each letter, place the number or numbers of the relationships listed above 
which would help materially in answering that particular question. 

o. Is the inventory top-heavy? 

5. Is there any indication that the inventory contains an unusual amount of 
secondhand or shoddy merchandise? 

c. Are collections of receivables satisfactory? 

d. Are current obligations likely to be met at maturity? 

c. Is the investment in fixed assets excessive? 

/. Is the concern overtrading? 

g. Are current liabilities heavy? 

h. Is the funded debt likely to prove a heavy burden? 

i. Is the concern transacting a normal volume of business for its tangible net 
worth? 

j. Is the total debt moderate or heavy? 

6 . You are president and principal owner of a corporation that has been operating a 
large foundry very successfully. The owners of the Southern Foundry Company, 
Inc., have been anxious to sell their business to you. They have submitted balance 
sheets for the past 3 years and certain other information to you for your preliminary 
study. You turned the figures over to your comptroller, asking him to condense 
them and post them in comparative columns for you. He has returned the compara¬ 
tive figures to you in the form shown on page 468. You have decided to make 
your own analysis of these figures. The item of IrwestmentSy which has represented 
a substantial sum over these years, puzzles you, so you telephone the president of the 
Southern Foundry Company, Inc. lie informs you that the investments as of year 
A represent no securities listed on an exchange, that they consist of 11 items ranging 
from $1,100 to $195,000, all in going companies, that each item is carried at cost and 
not book value, and that he believes most of the items have a greater book value than 
cost. No dividends were received on any of these investments during the year. 

Add an increase-decrease column to the comparative figures and then make as 
thorough an internal and comparative analysis as you can. If you believe you could 
increase the profits and improve the financial condition, provided you were able to 
acquire the business at the right price, outline the policies you would follow, based op* 
available information. 
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SOTTTHEBN FOTODBT COUPANT, InC. 

• Comparative Figures for Years Ended December 31, 19— 



(C) 

Three Years 
Ago 

(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Assets 





Cash. 

... $ 7,269 

$ 6,263 

$ 

4,073 

Notes Receivable. 

20,440 

16,311 


3,840 

Accounts Receivable. 

103,695 

57,160 


82,251 

Merchandise. 

207,703 

217,136 


270,867 

Dividends Receivable. 

46,020 

21,510 



Current Assets . 

.. $ 385,127 

$ 318,380 

$ 

361,031 

Fixed Assets, Net. 

506,194 

503,028 


517,397 

Investments. 

278,622 

278,622 


278,625 

Miscellaneous Receivables.... 

19,853 

52,188 


94,656 

Deferred Charges. 

1,170 

1,657 


3,165 

Total. 

.. $1,190,966 

$1,153,875 

$1,254,874 

Liabilities 





Notes Payable to Bank. 

.. $ 170,000 

$ 157,000 

$ 

153,750 

Notes Payable, Other. 

25,050 

17,490 


12,056 

Accounts Payable. 

53,830 

14,542 


88,919 

Accruals. 

12,846 

14,907 


13,019 

Current Liabilities . 

.. $ 261,726 

$ 203,939 

$ 

267,744 

Mortgage Loan. 




3,743 





Deferred Bank Loan. 


32,500 


66,250 

Preferred Stock. 

95,975 

95,975 


95,975 

Common Stock. 

200,000 

200,000 


200,000 

Surplus. 

633,265 

621,461 


621,162 

Total. 


$1,153,875 

$1,254,874 

Net Working Capital . 

.. $ 123,401 

$ 114,441 

$ 

93,287 

Current Ratio . 

1.47 

1.51 


1.35 

Tangible Net Worth . 

.. $ 929,249 

$ 917,436 

$ 

917,137 

Net Sales. 

.. $ 589,937 

$ 687,507 

$ 

882,440 

Net Profits. 

4,005 

{1)11,804 


{L)m 

Dividends. 

None 

None 


None 


































CHAPTER XVII 

STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS 


A statement of the sources and applications of funds, also known as 
a funds statement, is a technical device designed to analyze the changes in 
the financial condition of a business enterprise between two dates. A 
statement of this nature is somewhat related to but very different from 
a statement of cash receipts and disbursements. In most of the items 
only the net changes that take place during the period are brought into 
the statement. If the accounts receivable, for example, were $12,000 
at the beginning of the year and $10,000 at the end of the year, $2,000 
of funds is shown to have come from accounts receivable. As a matter 
of fact, the concern may have collected $100,000, more or less, on 
accounts receivable, and, in turn, extended credit of $98,000, more or 
less, but the net result during the period was that it converted $2,000 
into funds through the accounts receivable transactions. In a statement 
of cash receipts and disbursements the total received and the total 
disbursed are shown. In a statement of sources and applications of 
funds only the net changes are shown, so that the outcome of a transac¬ 
tion or of a series of transactions upon the financial condition of a business 
enterprise is reflected in a more striking manner.^ 

Funds, in this particular type of statement, are what might be 
termed working capital funds as distinguished from actual cash funds. 
When any asset is acquired, money is invested in that asset. Cash may 
not be paid for it, but some fund of value is given in exchange when the 
asset is purchased. If fixtures are purchased on account, the business 
receives a fund or a fund of money, or money value, even though no cash 
enters into the transaction. An increase in liabilities provides the chan¬ 
nel, the source, from which this fund is secured. In other words, the 
increase in accounts payable is the source of funds in this situation, 
and the increase in the value of fixtures is the application of the funds. 

It sometimes happens that the results of operation disclose attractive 
net profits in the profit and loss statement for an accounting period, but 
sufficient cash is not available to declare and to pay a dividend. Strange 
as it may seem, a business concern may operate profitably, year after 

1 Cole, Dana F., Beginning Accounting, p. 504 (The Thomas Y. Crowell Company, 
New York, 1940). 
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year, and still its financial condition may become more and more 
unbalanced and unsound. The statement of sources and applications 
of funds gives a clear answer to the question of what has become of the 
net profits in such a situation, and also what has become of the funds 
obtained from all other sources. 

Such a schedule is particularly enlightening to the businessman 
who has no knowledge of bookkeeping and accounting and who ponders 
the question, ‘^Here, my profit and loss account shows IVe made 
profits, but Vm having more and more difficulty in paying my bills and 
my cash is getting smaller and smaller. Have I actually made a profit, 
and if I have, what has become of it?’^ Moreover, a financial statement 
of this character covering a period of many years is an illuminating 
document, particularly in those cases where the balance sheet has become 
ambiguous because of write-ups and write-downs of fixed assets, inasmuch 
as the effects of all book entries not involving receipts and outlays of 
funds are omitted from this schedule. 

A statement of sources and applications of funds also offers a means 
of analyzing in more detail the comparison of balance sheets by a recast¬ 
ing of the increase and decrease column. If the statement is set up in 
the more thorough and currently approved manner, it also brings into 
analysis certain operating figures not shown in the comparative balance 
sheets. Such a statement emphasizes the close relation between the 
profit and loss statement and the beginning and the ending balance 
sheets. It assists in high-lighting the changes that take place during a 
particular accounting period in the financial status of thci business. 

Some banks nxjuest borrowers to furnish a funds statement along 
with their annual balance sheet and profit and loss statement. Account¬ 
ing firms frequently include this schedule as a regular feature in their 
audit reports, and a few corporations include one in their reports to 
stockholders. 2 


SOURCES OF FUNDS 

In any business enterprise, funds come from four sources: (1) the 
earnings of the business, that is, the net profits; (2) an increase in the 
liabilities; (3) a decrease in assets such as a liquidation in current assets, 
the sale of fixed, miscellaneous, or intangible assets, and earned deprecia¬ 
tion on such assets; and (4) the contribution of additional funds. 

* In recent years the following representative corporations have included a state¬ 
ment of sources and applications of funds in one form or another, either as a separate 
financial statement or in the president's letter to stockholders: Blaw-Knox Company, 
Caterpillar Tractor Co., Central Paper Company, Consolidated Coppermines Corpora¬ 
tion, Container Corporation of America, Crown Zellerback Corporation, National 
Dairy Products Corporation, and United States Steel Corporation. 



STATEMENT OF SOURCES AND APPLICATIONS OF FUNDS 471 


Net Profits 

The sale of merchandise, for more than cost plus the everyday operating 
expenses of a business, usually provides an increase in assets or a decrease 
in liabilities by the amount of the net profit. In other words, the net 
profits are reflected in an increase of the earned surplus account; a 
corresponding expansion must take place in the assets, a corresponding 
reduction must take place in the liabilities, or a partial change must 
take place in both the assets and the liabilities. Earnings from invest¬ 
ments and from other so-called ''miscellaneous” sources likewise find 
their way into the profit and loss statement, as will be outlined in Chap. 
XIX. 

The net sales shown in the profit and loss statement may be con¬ 
sidered, in the initial state, to represent a source of funds. If all sales 
are cash sales, then one may visualize a picture in which the sales provide 
the source of the funds, and the increase in the cash is the application of 
the funds. The greater portion of the cash so received during the 
accounting period, if not all of it, is spent for operating expenses, so 
that by the end of the period the funds applied are in places other than 
in the cash account. Because of this fact, all expenses incurred are 
deducted from the net sales, and only the net profit remaining, if any, is 
shown as a net source of funds for the accounting period as a whole. 
Net profit, and not net sales, accordingly, is treated as the source of 
funds. If the expenses of the business for the period exceed the net 
sales, no net funds are received for the simple reason that a larger sum 
of money was spent for expenses than came from the sales. If there is a 
net loss, the amount of the loss accordingly is shown as an application 
of funds. 

Increase in Liabilities 

An expansion in liabilities indicates an increased use of borrowed funds, 
or, as in the case of merchandise purchased on credit and accrued 
expenses, a temporary withholding of cash until the liability is met. 
Short or long-term borrowings, either bank borrowing, a funded debt, 
loans from affiliated concerns, directors, oflScers, and friends, increase 
the cash funds. 

Suppose, for example, that cash of $10,000 is borrowed from a bank¬ 
ing institution. The increase in the notes payable is the source of the 
fund and the increase in the cash is the application. If the cash is used 
immediately to acquire a fleet of 10 used auto delivery trucks, the 
decrease in cash will be the source, and the increase in fixed assets will 
be the application of the $10,000 of funds. In the balance sheet for 
that period, only the net changes that took place will be shown, so that 
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the increase in the notes payable becomes the source of the funds of 
$10,000, and the increase in fixed assets now becomes the application. 
In other words, the cash account is by-passed. If the management had 
given the note payable directly to the concern from which the fleet of 
auto trucks had been purchased, instead of borrowing the cash from the 
bank and paying cash for the equipment, the analysis of the movement 
of funds would be identical. 

Decrease in Assets 

The decrease in some assets may be reflected by the increase in other 
assets. Thus, a decrease in inventory through cash sales brings about 
an increase in the cash. A decrease in fixed assets through the sale of a 
piece of real estate for a cash down payment and a mortgage increases, 
the cash and creates an item of mortgage receivable in the assets. A 
decrease in fixed assets through earned depreciation brings about an 
indirect increase in cash. 

A fiat-bed printing press, for example, is sold by a job printer in a 
large city to a country printer on open-account terms. Funds, from 
the viewpoint of our statement, are exchanged but no cash is actually 
exchanged. Such a transaction, however, may be viewed as one in 
which the country printer paid cash for the printing press, and the city 
job printer, in turn, immediately reloaned that cash to the purchaser on 
open account. The effect upon the financial condition of the seller is 
the same in either case. In this transaction, funds are withdrawn from 
machinery account of the seller and are invested in accounts receivable. 
Before the end of the fiscal period, unless the transaction took place in 
the last month or two of the fiscal year, the buyer will have paid his 
account in cash so that the final result in a statement of the sources and 
applications of funds would be the same if the transaction had been a 
cash one in the first place. If the country printer should pay his account 
before the end of the period, then in the statement of sources and iapplica- 
tions of funds, the increase and decrease in accounts receivable for this 
particular transaction would wash out, and the source of funds would 
be the reduction in the machinery account, and the application of 
funds would be the increase in cash. 

Earned depreciation on fixed assets, earned depletion charges, earned 
amortization of intangible assets such as patents and bond discount, 
earned amortization of deferred charges, and provisions for bad debt 
losses, not payable in cash, are deductions from gross profit before 
arriving at a final net profit figure. Hence, the amount of the increase 
in working capital funds brought about by the earnings of net profits is 
adjusted upward by adding to the net profits the amount of expenses 
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which have not required cash outlay. These items are termed nonHXLsh 
expenses. 


Contribution of Funds 

The contribution of funds is not an everyday occurrence in business. 
When it does occur, it usually takes place in the form of a direct invest¬ 
ment of additional capital, generally in cash, but occasionally in some 
other asset or assets. In the case of a corporation, this increase is shown 
as an increase in capital stock or capital surplus, in a rare instance as a 
gift. In the case of a proprietorship or a partnership, the increase is 
shown as an increase in the net worth. 

APPLICATIONS OF FUNDS 

Funds obtained from the four sources described above may be 
employed or applied to four different uses: (1) the net loss of the business 
for the accounting period; (2) a decrease in liabilities; (3) an increase in 
assets—current, fixed, or miscellaneous, and intangible assets where they 
are obtained by acquisition in contrast to a write-up; and (4) a decrease 
in capital funds. 

Net Losses 

If the net profit for a particular accounting period is a source of funds, a 
net loss as shown by a profit and loss statement is an application of funds. 
Where a loss has been assumed, funds have gone out of a business. 
A net loss must be offset either by a decrease in assets or an increase in 
liabilities, either or both of which would be the source of funds to provide 
for this particular application. 

Decrease in Liabilities 

A decrease in liabilities, either in one or more items in the current lia¬ 
bilities or in a funded debt, indicates that funds are being taken out of a 
concern. If a note of $50,000 payable to a banking institution is paid off, 
the result is a shrinkage in cash as the payment is made in cash. The 
cash might or might not show this decrease between two statement 
dates. If cash does not reflect the decrease, the funds probably were 
obtained by collecting receivables or decreasing the inventory, either or 
both of which would provide the cash. In the second place, the cash 
might be provided, not out of an asset or assets, but by allowing the 
accounts payable to be built up by this amount, and the cash funds 
normally used to pay the accounts payable then being used to pay off 
the bank. In the third place, the net profits might be sufficiently large 
to provide the cash, or a combination of these various sources might 
be used. 
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Increase in Assets 

When a plant (except in the case of a write-up), inventory stocks, 
receivables, investments, or other assets are increased, funds are being 
used or applied. These funds must come from any one or any combina¬ 
tion of the various sources of funds. If a plant is purchased for $100,000 
cash, the cash is the source and the increase in fixed assets is the applica¬ 
tion. However, of the $100,000 cash, $90,000 might have been provided 
by a mortgage taken by a real estate mortgage company, so that as far 
as the balance sheet of the buyer is concerned, the source of the funds 
would be $10,000 from its own cash, and the other $90,000 from the 
mortgage obligation in the liabilities. 

Decrease in Capital Funds 

A decrease in capital funds generally comes about in the form of with¬ 
drawals in the case of proprietorships and partnerships, and dividend 
disbursements in the case of corporations. A decrease may also come 
about by the retirement of stock. 

NET CHANGE IN NET WORKING CAPITAL 

While financial statements of this character are not standardized 
as to form and content,^ attempting to display the ebb and flow of funds 
through working capital rarely improves their analytical value. The 
decrease in current assets and the increase in current liabilities as sources 
of funds, and the reduction in current liabilities and the increase of 
current assets as application of funds are best handled net, by means of 
computing simply the change in net working capital. An increase in 
net working capital in this manner represents a net application of funds, 
and a decrease represents a net source of funds. These changes in net 
working capital are available from the comparative balance sheets. The 
net changes in the various items in the current assets and in the current 
liabilities during the period often are assembled in a separate supplemen¬ 
tary schedule, and the increase or decrease in net working capital is taken 
into the statement as a single source or application of funds. 

ILLUSTRATIONS OF FUNDS STATEMENTS 

The form and content of a statement of sources and applications of 
funds has been suggested by the explanations in the preceding pages of 
the sources of funds and the uses to which such funds are put in carry¬ 
ing on a business enterprise. The body of the statement generally is 

* Interesting suggestions for modifying the various generally used forms are given 
in “A New Form of Funds Statement” by Harry L. Kunze, The Accounting Review, 
Vol. XV, No. 2, pp. 222-225, June, 1940. 
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divided into two parts, ^ one part showing the sources and the other 
the applications of the funds. The two sections of the statement are 
always in balance, that is, their totals must always be the same amount. 

Information from Comparative Balance Sheets 

A statement of sources and applications of funds may be prepared from 
two comparative balance sheets with an accompanying increase-decrease 
column. From the standpoint of the balance sheet, funds may come 
from three sources, an increase in liabilities, a decrease in assets, and an 
increase in net worth. In this arrangment, the increase in net worth is 
used to represent two sources of funds, namely, net profits and contribu¬ 
tions of funds. Likewise, applications represent three uses of funds, 
decrease in liabilities, increase in assets, and decrease in net worth. 
Here again, the decrease in net worth represents two uses in the more 
complete statement, namely, net losses and decreases in capital funds. 

When the only available information from which to create a financial 
statement of this nature is the comparative balance sheets, the increase 
or decrease in the valuation reserves, such as depreciation, amortization 
of intangible items, and bad debts, if included in the balance sheets, 
must be used as the amounts of non-cash expenses. Similarly, the funds 
applied to the purchase of fixed assets or to the increase of outstanding 
accounts receivable are the net amounts shown in the increase-decrease 
column after applying the changes in the valuation reserves. If there 
has been any sale or retirement of fixed assets, or any write-off of bad or 
doubtful accounts, the difference between the reserves for the 2 years 
as shown in the increase-decrease column of the comparative balance 
sheet is not the true amount of those items. Any error, however, is 
exactly offset by a contra or compensating error occasioned by the use 
of the difference between the corresponding reserves to indicate the 
amounts of non-cash expenses. If a bad account, for example, has 
been written off by cross entry between accounts receivable and reserve 
for doubtful accounts, the accounts receivable are affected in the same 
amounts as the reserve for doubtful accounts. The use of the net 
changes in these two accounts between any 2 years is a true reflec- 

^ M. B. Daniels, in Financial Statements^ pp. 71-73 (American Accounting Associa¬ 
tion, Chicago, 1939), gives a different side to this picture. ‘‘Funds Statements,” ho 
writes, “are often presented in two equated sections, ‘sources' and ‘applications,' 
respectively, but a running form, following the style of the income statement, in which 
certain related sources and applications are considered together, is preferable. . . . 
If the final figure of the statement ... is a negative amount, it may be referred to as 
an excess of applications, supplied by a reduction of working capital. A comparative 
statement of current assets and current liabilities should be appended in support of 
the closing figure of the statement.'' 
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tion of the net source or application of funds relating to these two 
items.® 

Retail Furniture Store. —The figures in Schedule 66 give the com¬ 
parative balance sheets for year B and year A of the Retail Furniture 
Company, Inc., with an increase-decrease column to the right. These 
balance sheets are dated November 30 of each year. 

As explained in the footnote to this schedule, these balance sheets 
are set up in a slightly different manner than other balance sheets used 
in this volume. The accounts receivable are posted gross at $134,138 
and $148,093 for year B and year A, respectively. Normally, the 
reserves for bad debts carried at $2,872 and $3,069 in the liability sections 
of the two balance sheets would be deducted from the gross amount of 
the respective accounts receivable, and the accounts receivable then 
would be carried net. To the extent of these reserves for the 2 years,' 
the total current assets and the net working capital are inflated. Simi¬ 
larly, the fixed assets are carried gross at $773,249 and $783,699 in year 
B and year A, respectively. To obtain the net value of these assets, 
the reserves for depreciation carried at $140,621 and $158,572, respec¬ 
tively, must be deducted. These two balance sheets are posted in this 
manner because the respective reserves for each year are helpful in the 
compilation of a somewhat more complete statement of sources and 
applications of funds. 

No detailed profit and loss statement is available, in this example, 
to supplement either or both of these balance sheets. From the figures, 
a statement of sources and applications of funds for year A has been 
compiled in three successive steps. These steps are illustrated in 
Schedules 56 to 58. Similar statements could be prepared covering 
intervals of 2, 3, 4, or more years, just as this one covers a period of 1 
year, provided the beginning and ending balance sheets are available. 

Schedule 56 is a detailed preliminary statement of sources and 
applications of funds covering the year ending November 30, year A. 
In this first step, every item in the increase-decrease column of Schedule 
65, the comparative balance sheets of the Retail Furniture Company, 
Inc., is set up under its applicable heading, Increases in Liabilities^ 
Decreases in Assets, and Increases in Net Worth as sources of funds; 
and Decreases in Liabilities, Increases in Assets, and Decreases in Net 
Worth as applications of funds as already explained. 

Under the three broad headings of sources of funds there are 11 
individual items in Schedule 56. Seven items appear under Increases in 
Liabilities, two under Decreases in Assets, and two under Increases in 
Net Worth. The seven items under increases in liabilities range from 

® Kbster, Roy B., Principles of Accounting, 4th ed., pp. 688-591 (The Ronald 
Press Company, New York, 1939). 
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Retail Fubnitubb Company, Inc. 

Comparative Figures for Years Ended November 30, 

(SdMdiile 66] 
19— 


(B) 

Two Years 

Ago 

(A) 

One Year 
Ago 

Increase 
or ' 

Decrease 

Assets 




Cash. 

Notes Receivable. 

Accounts Receivable. 

Inventory. 

Current Assets'^ . 

. $ 2,764 

12,603 
134,138 
263,610 
. $ 413,115 

$ 4,244 

10,024 
148,093 
512,215 
$ 674,576 

+$ 1,480 
- 2,579 
+ 13,955 
-h 248,605 
+$261,461 

Fixed Assets. 

Investments. 

Prepayments. 

Miscellaneous Receivables. 

773,249 

2,759 

3,746 

783,599 

6,266 

7,766 

3,305 

+ 10,350 
+ 6,266 
+ 5,007 
- 441 

Total. 

. $1,192,869 

$1,475,512 

+$282,643 

Liabilities 




Due to Banks. 

Due to Stockholders. 

Accounts Payable. 

Accruals. 

Customers’ Deposits. 

Current Maturity of Mortgage. . 
Accrued Taxes. 

. $. 

13,231 

105,307 

20,472 

10,107 

28,086 

$ 156,508 
14,310 
151,621 
18,926 
8,089 
35,461 
21,650 

+$156,508 
+ 1,079 

+ 46,314 

- 1,546 

- 2,018 

+ 7,375 

+ 21,650 

Current Ldahiliiies . 

. $ 177,203 

$ 406,565 

+ 229,362 

First Mortgage. 

Total Liabilities . 

371,915 
. $ 549,118 

324,636 
$ 731,201 

- 47,279 
+$182,083 

Reserves for Depreciation. 

Reserve for Bad Debts. 

140,621 

2,872 

158,572 

3,069 

+ 17,951 
+ 197 

Common Stock. 

Surplus. 

500,000 

258 

525,000 

57,670 

+ 25,000 
+ 57,412 

Total. 

. $1,192,869 

$1,475,512 

+$282,643 

Nei Working Capital* . 

Tangible Net Worth . 

. $ 235,912 
. $ 500,258 

$ 268,011 
$ 582,670 

+$ 32,099 
+$ 82,412 

Net Sales. 

. $ 750,393 

$1,242,426 

+$492,033 


* This caption is not in strict conformity with the terminology used in the rest of this volume, as the 
Reserve for Bad Debts, amounting to $2,872 in year B and $3,069 in year A, carried in the liability section 
of these balance sheets would normally be deducted from the respective items of accounts receivable to 
provide a net figure of accounts receivable. The total current assets and the net working capital are 
inflated each year to the extent of the respective Reserve for Bad Debts. These two balance sheets 
have been set up in this particular manner to provide information from which to arrange the accompany¬ 
ing statement of sources and applications of funds. 

bank loans of $156,508 and accounts payable of $46,314 down to due to 
stockholders of $1,079 and reserves for bad debts of $197, or a total of 
$251,074. The two items representing decreases in assets are notes 
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receivable of $2,579 and miscellaneous receivables of $441, or a total of 
$3,020. The two items representing increases in net worth are common 
stock $25,000 and surplus of $57,412, or a total of $82,412. Total 
sources of funds in this preliminary table aggregate $336,506. 


[Schedule 66] Retail Furniture Company, Inc. 

Step 1—Detailed Preliminary Statement of Sources and Applications of Funds for 
Year Ended November 30, 19—(year A) 

Sources 


Increases in Liabilities 

Bank Loans. $156,508 

Due to Stockholders. 1,079 

Accounts Payable. 46,314 

Current Maturity of Mortgage. 7,375 

Accrued Taxes. 21,650 

Reserves for Depreciation. 17,951 

Reserves for Bad Debts. 197 


Decreases in Assets 

Notes Receivable. 

Miscellaneous. 

Increases in Net Worth 

Common Stock. 

Surplus. 

Total Sources of Funds. 

Appiacations 

Decreases in Liabilities 

Accruals. 

Customers’ Deposits. 

First Mortgage. 

Increases in Assets 

Cash. 

Accounts Receivables. 

Inventory. 

Fixed Assets. 

Investments. 

Prepayments. 

Decrease in Net Worth. 

Total Funds Applied. 


$251,074 


$ 2,579 
441 


3,020 


$ 25,000 
57,412 

82,412 

$336,506 


$ 1,546 
2,018 
47,279 

$ 50,843 


$ 1,480 
13,955 
248,605 
10,350 
6,266 
5,007 

285,663 

None 

$336^6 


Under the three broad headings of applications of funds there are 
nine individual items. Three appear under Decreases in Liabilities and 
six under Increases in Assets, There are no items in this case under the 
heading of Decrease in Net Worth, The three items under decreases in 
liabilities are accruals of $1,546, customers^ deposits of $2,018, and 
first mortgage of $47,279, for a total of $50,843. The six items under 
increases in assets range from inventory of $248,605 down to prepay- 
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ments of $5,007 and cash of $1,480 for a total of $285,663. Total 
applications aggregate $336,506 and balance total sources of funds. 

Schedule 57, the second step, is an intermediate statement. Here 
the various items in Schedule 56 are rearranged in accordance with the 

Retail Furniture Company, Inc. [Schedule 57] 

Step II—Intermediate Statement of Sources and Applications of Funds for Year 
Ended November 30, 19—(year A) 

Sources 

Current Assets 

Decreases in Notes Receivable. $ 2,679 

Current Liabilities 

Increased Loans from Banks. $156,508 

Increased Amounts due Stockholders. 1,079 

Increase in Accounts Payable. 46,314 

Increase in Current Maturity of Mortgage. 7,375 

Increase in Accrued Taxes. 21,650 

232,926 

Non-cash Expenses 

Reserves for Depreciation. $ 17,951 

Reserves for Bad Debts. 197 

18,148 

Decrease in Miscellaneous Receivables. 441 

Net Worth 

Sale of Common Stock. $ 25,000 

Increase in Surplus. 57,412 

Total Sources of Funds. 82,412 

$336,506 

Applications 

Current Assets 

Increase in Cash. $ 1,480 

Increase in Accounts Receivable. 13,955 

Increase in Inventory. 248,605 

$264,040 

Increase in Other Assets 

Fixed Assets. $ 10,350 

Investments. 6,266 

Prepayments. 5,007 

21,623 

Current Liabilities 

Decrease in Accruals. $ 1,546 

Decrease in Customers’ Deposits. 2,018 

3,564 

Deferred Liability 

Decrease in First Mortgage. 47,279 

Total Funds Applied. $336,506 


more typical grouping of items in a balance sheet. Under sources of 
funds there are five broad divisions, Current AssetSy Current Liabilitiesy 
Non-cash ExpenseSy Decrease in Miscellaneous ReceivableSy and Net 
Worth, Under applications there are four broad divisions. Current 
AssetSy Increase in Other AssetSy Current LiabilitieSy and Deferred Liability, 

























•480 


COMPARATIVE ANALYSIS OF BALANCE SHEETS 


Only one current asset item decreased, namely, notes receivable to 
the extent of $2,579. Five current liability items, however, increased 
as sources of funds. These items ranged from increased loans from 
banks of $156,508 down to increased amounts due stockholders of $1,079 
for a total of $232,926. Two non-cash items increased, reserves for 
depreciation of $17,951 and reserve for bad debts of $197, totaling 
$18,148. Miscellaneous receivables decreased $441. Two items under 
net worth increased, sale of common stock $25,000 and increase in sur¬ 
plus $57,412, for a total of $82,412. Total sources of funds aggregate 
$336,506, the same figure as in Schedule 56. 

As applications of funds, three current asset items increased a total 
of $264,040, the largest representing the expansion in inventory of 
$248,605 and the smallest the increase in cash of $1,480. Three other 
asset items, fixed assets of $10,350, investments of $6,266, and prepay¬ 
ments of $5,007, increased for a total of $21,623. Two current liability 
items, the decrease in accruals of $1,546 and the decrease in customers' 
deposits of $2,018, amounted to the moderate sum of $3,564. A decrease 
in the first mortgage of $47,279 represented the balance of the application. 
Total applications of funds aggregate $336,506. 

Schedule 58 is the third step and represents the final statement of 
the sources and applications of funds, arranged in the more generally 
accepted manner. In this schedule, the items are regrouped somewhat, 
but the most striking difference is the elimination of all increases and 
decreases in current asset items and current liability items and the sub¬ 
stitution of a single item of increase in net working capital of $32,099. 
This figure is the difference in the increase in the current assets and the 
increase in the current liabilities for the year, and in this case, represents 
a net application of funds. 

This final statement shows a total of $101,001 of funds utilized during 
year A. Of these funds $57,412 came from the increase in the surplus 
for the year, $25,000 from the sale of common stock for cash, $17,951 
from the increase in the reserve for depreciation, and $197 from the 
increase in the reserve for bad debts, or a total of $18,148 as non-cash 
expenses, and $441 from a decrease in miscellaneous receivables. 

Of these total funds, $47,279 was used to reduce the first mortgage 
debt, $32,099 was applied as a net increase in net working capital, 
$10,350 was used to increase the fixed assets, $6,266 in additional invest¬ 
ments, and $5,007 in larger prepayments. The total funds applied 
aggregate $101,001 and balanced the total sources of funds. 

A financial statement of this nature may be used as a supplementary 
schedule in studying the changes in the condition of any business enter¬ 
prise, large or small, whether the concern is in sound current shape and 
operating profitably, or in an extended financial condition, near bank- 
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ruptcy, and operating unprofitably. As pointed out previously, it is 
particularly helpful in those situations where operations have been 
profitable but the profits have been reinvested continuously in assets to 
such an extent that the concern, most of the time, seems to be short of 
cash. The applications side of the statement shows where the funds, 
in the broad sense of the term, have gone. 


Retail Furniture Company, Inc. [Schedule 58] 

Step III—Final Statement of Sources and Applications of Funds for Year Ended 
November 30, 19—(year A) 

Sources 

Increase in Surplus. S 57,412 

Sale of Common Stock. 25,000 

Non>cash Expenses 

Reserves for Depreciation. 8 17,951 

Reserves for Bad Debts. 197 

18,148 

Decrease in Miscellaneous Receivables. .4^ 

Total Sources of Funds. $101,001 

Applications 

Payment on First Mortgage. S 47,279 

Increase in Net Working Capital 

Increase in Current Assets. $261,461 

Increase in Current Liabilities. 229,362 

32,099 

Increase in Fixed Assets. 10,350 

Increase in Other Assets 

Investments. $ 6,266 

Prepayments. 5,007 

11,273 

Total Funds Applied. $101,001 


Information from Balance Sheets and Profit and Loss Statements 

To formulate a complete statement of the sources and applications of 
funds not only comparative balance sheets but also one or more profit 
and loss statements are essential. If the two balance sheets represent 
the condition of a concern on consecutive fiscal dates, then the profit 
and loss statement for the last fiscal year, ending on the same date as the 
last balance sheet, is necessary. If the comparative balance sheets 
cover a period of several years, it is necessary to have all the intervening 
fiscal profit and loss statements to obtain the exact amount of net profits 
and non-cash expenses for the full period. 

Where the statement of sources and applications of funds covers only 
one fiscal period, the profit and loss statement furnishes net profits, 
dividends, and the non-cash expenses.such as reserve for depreciation for 
the y ear, all of which are needed to compile a really complete statement 
of funds. The reserve for depreciation added during the year is some¬ 
times shown in a balance sheet, depending upon the degree of condensa- 
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tion with which the balance sheet is prepared. The net profits and 
dividends occasionally may also be found in a balance sheet, as some 
contain a condensed reconciliation of surplus. 

[Schedule 69] Cold Storage Warehouse Corporation 

Comparative Figures for Years Ended December 31, 19— 

(B) (A) Increase 

Two Years One Year or 

Ago Ago Decrease 


Assets 


Cash. 

$ 95,417 

$ 142,588 

+$ 47,171 

Accounts Receivable. 

617,301 

531,905 

85,396 

Customers^ Loans Secured by 

Warehouse Receipts. 

1,770,539 

820,478 

- 950,061 

Current Assets . 

$2,483,257 

$1,494,971 

-$ 988,286 

Plant and Projierty, Net. 

6,143,674 

6,041,246 

- 102,428 

Investments. 

26,500 

6,500 

20,000 

Prepaid Expenses. 

50,711 

64,562 

+ 13,861 

Miscellaneous Assets. 

783 

1,195 

+ 412 

Total. 

$8,704,925 

$7,608,474 

-$1,096,451 

Liabilities 

Customers^ Loans Discounted. 
Due on Term lioan. 

$1,542,612 

75,000 

39,794 

$ 146,737 
75,000 
53,856 

-$1,395,875 

Accounts Payable. 

+ 14,062 

Accruals. 

140,321 

328,287 

+ 187,966 

Current Liabilities . 

$1,797,727 

$ 603,880 

-81,193,847 

Serial Term Loan. 

300,000 

225,000 

- 76,000 

30-Year 5% Income Deb. 


2,690,000 

4- 2,690,000 

Total Liabilities . 

$2,097,727 

$3,518,880 

+81,421,163 

7 % Cumulative Pref. Stock... 
Common Stock. 

2,659,800 

2,000,000 

2,000,000 

1,508,315 

- 2,659,800 

Earned Surplus. 

i;363,678 

+ 144,637 

Capital Surplus. 

583,720 

581,279 

2,441 

Total . 

$8,704,925 

$7,608,474 

-81,096,461 

Net Working Capital . 

$ 685,530 

$ 891,091 

+$ 205,561 

Current Ratio . 

1.38 

2.49 

+ 1.11 

Tangible Net Worth . 

$6,607,198 

$4,089,594 

-82,617,604 

Gross Income. 

$1,981,966 

$2,695,880 

+8 713,914 

Net Profit. 

242,280 

397,318 

+ 165,038 

Dividends. 

186,186 

252,681 

+ 66,495 


Cold Storage Warehouse .—Schedule 59 contains the comparative 
balance sheet figures as of the last two fiscal dates and the changes in 
each item between the 2 years in the increase-decrease column for the 
Cold Storage Warehouse Corporation. As there are no sales in the 
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cold storage warehouse business, the figure of gross income is included 
below the balance sheet in place of net sales. Net profits and dividends 
for the 2 years are also included. 

Several unusual changes took place between year B and year A in 
the financial condition of this corporation. In the first place the $2,659,- 
800 of 7 per cent cumulative preferred stock outstanding at the end of 
year B was retired in year bringing about a very material reduction 
in the tangible net worth. In the second place, an issue of 30-year 5 
per cent income debentures amounting to $2,690,000 was sold to provide 
the necessary funds to retire the preferred stock. As a result of the 
issuance of these debentures, the funded debt, which only amounted 
to $300,000 at the end of year B^ now amounted to $2,915,000 at the end 


Cold Storage Warehouse Corporation [Schedule 60] 

Profit and Loss Statement for Year Ended December 31, 19—(Year A) 

Gross Income. $2,695,880 

Operating Expenses 

Plant and Warehouse, including Real Estate and Sundry 

Taxes. $1,389,731 

General Administrative. 403,480 

Plant Depreciation. 147,129 

Total Operating Expenses. 1,940,340 

$ 755,540 


Deductions from Income 

Interest on Term Loan. $ 8,543 

Interest on Income Debentures. 21,982 

Provision for Bad Debts. 37,621 


Total Deductions from Income. 68,14 6 

Net Income before Federal Taxes. $ 687,394 

Less; Provision for Federal Income and Excess Profits Taxes 290,076 

Net Profit. $ 397,318 

Less: Dividends on Preferred Stock. $ 252,681 

Net Profits after Dividends. $ 144,637 


of year A. In the third place, Customers^ Loans Secured by Warehouse 
Receipts in the assets decreased from $1,770,539 to $820,478, and because 
of this reduction, Customers^ Loans Discounted in the liabilities were 
reduced from $1,542,612 to $146,737. The current assets accordingly 
were reduced $988,286, and the current liabilities were reduced $1,193,- 
847, bringing about an increase in the net working capital of $205,561. 
The profit and loss statement for the fiscal period of year A appears in 
Schedule 60. 

This profit and loss statement begins with a gross income for the 
year of $2,695,880. From this figure is deducted operating expenses 
aggregating $1,940,340, including depreciation of $147,129, which leaves 
a balance of $755,540. From this balance there are deducted two 
items of interest amounting to $30,525 and provisions for bad debts of 
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$37,621, leaving a net income before Federal taxes of $687,394. After 
deducting provisions for Federal taxes of $290,076, the final net profit 
amounts to $397,318. Out of this sum dividends of $262,681 were 
paid on the 7 per cent cumulative preferred stock, as long as it was out¬ 
standing during year A, leaving $144,637 to increase the earned surplus 
account. 


[Schedule 61] Cold Storage Warehouse Corporation 

Step I—Detailed Preliminary Statement of Sources and Applications of l'\mds for 
Year Ended December 31, 19—(year A) 


Sources 

Increases in Liabilities 

Accounts Payable. $ 14,062 

Accruals. 187,966 

30-year 5% Income Debentures. 2,690,000 

$2,892,028 

Decrease in Assets 

Accounts Receivable. $ 85,396 

Customers^ Loans Secured by Warehouse Receipts. 950,061 

Plant and Property, Net after Depreciation. 102,428 

Investments. 20,000 

1,157,885 

Increase in Net Worth 

Earned Surplus. .144,637 

Total Sources of Funds. $4,194,550 

Applications 

Decrease in Liabilities 

Customers^ Loans Discounted. $1,395,875 

Serial Term I^oan. . 75,000 

$1,470,875 

Increases in Assets 

Cash. $ 47,171 

Prepaid Expenses. 13,851 

Miscellaneous Assets. 412 


Decreases in Net Worth 

7% Cumulative Preferred Stock 
Capital Surplus. 

Total Funds Applied. 


61,434 


$2,659,800 

2,441 


2,66 2,241 

$4,194 ,550 


The preparation of the final statement of sources and applications 
of funds for year A of the Cold Storage Warehouse Corporation is taken 
in three steps, just as the preparation of the statement of the Retail 
Furniture Company, Inc., was taken. The first step is shown in 
Schedule 61. 

In this schedule, the preliminary statement of funds was prepared 
directly from the comparative balance sheets with the increase-decrease 
column shown in Schedule 59. Each item in the balance sheet with an 
increase or decrease for the period was classified under its proper heading 
as a source or an application of funds. 
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The largest source of funds was the new issue of 30*year 5 per cent 
debentures amounting to $2,690,000. The second largest source was 
the decrease in CvMomers’ Loam Secured by Warehouse Receipts of 
$950,061. Six other items, ranging down to $14,062 from an increase in 
accounts payable, brought the total sources of funds to $4,194,550. The 

Cold Storage Warehouse Corporation [Schedule 62] 

Step II—Intermediate Statement of Sources and Applications of Funds for Year 
Ended December 31, 19—(year A) 


Sources 

Current Assets 

Accounts Receivables. $ 85,396 

Decrease in Customers' Loans Secured by Warehouse 
Receipts. 950,061 

$1,035,457 

Investments Sold. 20,000 

Current Liabilities 

Accounts Payable. $ 14,062 

Accruals. 187,966 

202,028 

Deferred Liability 

New Issue of 30-year 5% Income Debentures. 2,690,000 

Reserve for Depreciation. 147,129 

Net Worth 

Net Profits for Year. 397,318 

Total Sources of Funds. $4,491,982 

Applications 

Current Assets 

Cash. $ 47,171 

Increase in Other Assets 

Property and Plant. $ 44,701 

Prepaid Expenses. 13,851 

Miscellaneous Assets. 412 

58,964 

Current Liabilities 

Decrease in Customers' Loans Discounted. 1,395,875 

Deferred Liability 

Payment on Serial Term Loan. 75,000 

Net Worth 

7 % Cumulative Preferred Stock Retired. $2,659,800 

Decrease in Capital Surplus. 2,441 

Dividends Paid. 252,681 

2,914,922 

Total Funds Applied. $4,491,932 


largest application was $2,659,800 used to redeem the outstanding 7 
per cent cumulative preferred stock. Tlie second largest application 
was $1,395,875 used to pay down Customers^ Loans Discounted, Five 
other items, ranging down to $412, representing an increase in miscel¬ 
laneous receivables, brought the total funds applied to $4,194,550. 

The second or intermediate statement appears in Schedule 62. In 
this table the items in Schedule 61 are rearranged in the order that they 
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appear in a typical balance sheet. At the same time the net profit 
figure of $397,318 and the reserve for depreciation of $147,129, both 
taken from the profit and loss statement, are inserted in the source of 
funds, and the dividends paid of $252,681 and the increase in the gross 
value of the property and plant of $44,701 were inserted in the applica¬ 
tions. At the same time, the item representing the increase in earned 
surplus of $144,637 is eliminated as a source, as this sum is now repre¬ 
sented by the difference in the net profits for the year of $397,318 as a 
source of funds and dividends paid of $252,681 as an application of 
funds. With these changes, the sources, and also the applications of 
funds, now aggregated $4,491,932. 


[Schedule 63] Cold Storage Warehouse Corporation 

Step III—Final Statement of Sources and Applications of Funds for Year Ended 

December 31, 19—(year A) 

Sources 


Net Profits. $ 397,318 

30-year 5% Income Debentures. 2,690,000 

Non-cash Expenses 

Reserve for Depreciation. 147,129 

Sale of Investments. 20,000 

Total Sources of Funds. $3,254,447 


Applications 

Payment of Dividends. $ 252,681 

Retirement of 7% Cumulative Preferred Stock. 2,659,800 

Decrease in Capital Surplus. 2,441 

Payment on Serial Term Loan. 75,000 

Increase in Net Working Capital 

Decrease in Current Liabilities. $1,193,847 

Decrease in Current Assets. 988,286 

205,561 

Increase in Plant and Property. 44,701 

Increase in Other Assets 

Prepaid Expense. $ 13,851 

Miscellaneous Assets. 412 

14,263 

Total Funds Applied. $3,254,447 


In the third and final statement, which appears in Schedule 63, 
somewhat more radical changes have been made. At this time, the 
increases and decreases in each current asset item and in each current 
liability item are weeded out. In their place appears in this particular 
case, the one item in the application side of the statement of the increase 
in net working capital of $205,561 with two supporting items, decrease in 
current liabilities of $1,193,847 less decrease in current assets of $988,286. 
The various items again have been rearranged. 

Here we have the final condensed statement with four sources of 
funds, net profits of $397,318, 30-year 5 per cent income debentures of 
$2,690,000, non-cash expenses represented by the reserve for deprecia¬ 
tion of $147,129, and the sale of investments of $20,000, a total of $3,254,- 
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447. The applications are more extensive. Here we have seven main 
items: Payment of dividends of 1252,681, retirement of the 7 per cent 
cumulative preferred stock of $2,659,800, decrease in capital surplus of 
$2,441, payment on serial term loan of $75,000, increase in net working 
capital of $205,561, increase in plant and property $44,701, and increases 
in other assets of $14,263. The total applications equal the total sources 
of funds of $3,254,447. 

Three steps were used to obtain the final statement in both examples. 
With a little experience, it is a simple matter to construct the final 
statement of funds direct from comparative balance sheets and the 
profit and loss statement. Where the statement of sources and applica¬ 
tions of funds is to cover several years, the computations are the same 
but somewhat more lengthy. 

THEORY AND PROBLEMS 

1 . What does the word funds in the term StatemerU of Sources and Applications of 
Funds mean? 

2. What is the basic purpose in compiling a statement of sources and applications of 
funds? 

3. State (a) four sources of funds, and (6) four applications of funds. Describe two of 
the sources and two of the applications. 

4. From the following comparative summary and additional information, prepare a 
statement of sources and applications of funds: 
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Ambb Manxtfactxtbino Company 
Comparative Summary of Balance Sheets 



Dec. 31 

Increase 

Assets 

Year B 

Year A 

Decrease * 

Current Assets 

Cash. 

$ 85,000 

$ 35,000 

$ 50,000* 

Receivables (net). 

106,000 

103,000 

3,000* 

Inventories. 

158,000 

146,000 

12,000* 


$ 349,000 

$ 284,000 

$ 65,000* 

Prepaid insurance, taxes, etc. 

$ 8,000 

$ 7,000 

$ 1,000* 

Bond discount and expenses in process of 

amortization. 

40,000 

65,000 

25,000 

Sinking fund deposit account. 

3,000 

5,000 

2,000 

Property, plant, and equipment. 

$1,860,000 

$2,810,000 

$950,000 

/Jess: Reserve for depreciation. 

852,000 

879,000 

27,000 


$1,008,000 

$1,931,000 

$923,000 


$1,408,000 

$2,292,000 

$884,000 

Liabilities 

Current Liabilities 

Bank loans. 

$ — 

$ 100,000 

$100,000 

Current maturities of equipment obliga- 

tions. 

— 

25,000 

25,000 

Accounts payable. 

63,000 

42,000 

21,000* 

Accrued expenses. 

105,000 

82,000 

23,000* 


$ 168,000 

$ 249,000 

$ 81,000 

Long-term Debt 

5% first mortgage sinking fund bonds. 

due in 10 years. 

$ 650,000 

$ 975,000 

$325,000 

Deferred equipment obligations. 


150,000 

150,000 

Capital Stock and Surplus 

$ 650,000 

$1,125,000 

$475,000 

Capital stock. 

$ 250,000 

$ 350,000 

$100,000 

Paid-in surplus. 

250,000 

350,000 

100,000 

Earned surplus. 

90,000 

218,000 

128,000 


$ 590,000 

$ 918,000 

$328,000 

$1,408,000 

$2,292,000 

$884,000 


Supplementary information: 

a. Property retirements recorded for the year aggregated $100;000. The excess of 
such cost over $10,000 salvage realized was charged to depreciation reserves. 

h. Additional securities were sold during the year as follows: 

2,000 shares of capital stock of $50 par value, sold at $100 per share 
$350,000 par value of first mortgage bonds at 90 
$175,000 deferred equipment notes at par 

c. Bonds are subject to retirement through a sinking fund created by annual 
deposits of $25,000 on March 15, Bonds retired through the sinking fund in 
year A aggregating $25,000 were acquired for $22,000 plus accrued interest of 
$ 1 , 000 . 

d. Provisions made by the company in year A for depreciation and for the amortiza¬ 
tion of bond discount and expenses were conectly computed. 

e. The following analysis was made of earned surplus: 
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Balance at end of year B . $ 90,000 

Net profit for year A after depreciation of $92,000. 175,000 

Discount on bonds retired. 3,00 0 

Ded^: * 268,000 

Dividends paid. $25,000 

Adjustment of depreciation reserves at end of year 

B, to basis of Treasury Department report. 2 5,000 50,000 

Surplus at end of year A. $218,000 

[A.I.A. Examination] 


6. From the following verified data prepare in appropriate form a statement of sources 
and applications of funds for year A to be included in the annual report to the stock- 
holders of State Stove Corporation. 


Comparative Balance Sheets 

Increase 


Dec. 31 


or 

Assets 

YearB 

Year A 

Decrease 

Current and Working Assets 





Cash. 

$ 390,000 

$ 280,000 



Marketable securities. 

527,000 

220,000 



Accounts and notes receivable. 

$1,100,000 

$1,137,000 



Less: Reserve for bad debts. 

33,000 

45,000 




$1,077,000 

$1,092,000 



Inventory. 

1,240,000 

1,512,000 




$3,234,000 

$3,104,000 



Current Liabilities 





Accounts payable. 

$ 234,000 

$ 306,000 



Preferred dividends payable. 

45,000 

40,500 



Accrued liabilities. 

101,000 

112,000 



Reserves for Federal income and 





excess-profits tax. 

150,000 

225,000 




$ 530,000 

$ 683,500 



Net working capital. 

$2,704,000 

$2,420,500 

-$ 

283,500 

Investments 





Capital stock — State Credit Corp.. 

$ 100,000 

$ 150,000 



Advances — State Credit Corp. 

— 

55,500 




$ 100,000 

$ 205,500 

+$ 

105,500 

5-year mortgage notes. 


300,000 

+$ 

300,000 


$ 100,000 

$ 505,500 

+$ 

405,500 

Fixed Assets 





Real estate. 

$ 556,000 

$ 373,000 

~$ 

183,000 

Building and equipment. 

$2,935,000 

$2,650,000 

~$ 

285,000 

Less: Depreciation. 

1,260,000 

1,105,000 

-$ 

155,000 


$1,675,000 

$1,545,000 

-$ 

130,000 


$2,231,000 

$1,918,000 

~$ 

313,000 

Organization and development ex¬ 





penses. 

$ 304,000 

$ 280,000 

-$ 

24,000 

Good will. 

3,212,000 


- 3,212,000 

Net book worth. 

$8,551,000 

$5,124,000 

-$3,427,000 


Net book worth represented by 

6% preferred stock. $3,000,000 $2,700,000 -$ 300,000 

Common stock. 3,750,000 1,013,000 — 2,737,000 

$6,750,000 $3,713,000 - 3,037,000 

$1,801,000 $1,411,000 -$ 390,000 

$8,551,000 $5,124,000 -$8,427,000 


Earned surplus 
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Condensed Income Statement, Year A 


Net sales. $6,365,000 

Deduct: 

Operating charges. 5,300,000 

Net operating revenue. $1,065,000 

Add: 

Interest and dividend income. 33,000 

Profit on sale of plant. 31,000 

$1,129,000 

Deduct: 

Loss on sale of securities. 86,000 

Net income. $1,043,000 

Deduct: 

Provision for Federal income and excess-profit tax. 225,000 

Net to stockholders. $ 818,000 


Other Data: 

On Jan. 1, year the company sold its Norwalk properties for $519,000, receiving 
$219,000 cash and $300,000 five-year mortgage notes. The cost of the property was 
$585,000 with accrued depreciation to date of sale of $280,000. 

During the first half of year a new plant was built on the company’s land at a cost 
of $300,000 for buildings and equipment. It went into service on July 1. There 
were no other additions or retirements in year A, 

Depreciation was provided at the rate of 5 per cent per annum on buildings and equip¬ 
ment in use, amounting to $125,000. 

On Feb. 28, 3,000 shares preferred stock were retired at $110 per share plus accrued 
dividends of $3,000. Preferred dividends were declared for each quarter and 
amounted to $162,000. 

On July 1, year il, a 10 per cent stock dividend was paid to the common stockholders, 
and 1,000 common shares were issued for cash at par. Cash dividends of $8 per share 
were paid on June 30 and Dec. 31 in the total amount of $638,000. 

On Dec. 31, year A the common stock was changed from $100 par to no-par-value 
shares, with a stated value of $1,013,000, and against the capital surplus so created 
there was charged good will of $3,212,000. 


[A.I.A. Examination] 












PART V 

Profit and Loss Statements 



PART y consists of five chapters which 
explain and analyze the profit and loss staiement. The 
arrangement of the typical items in a profit and loss state¬ 
ment is discussed, and then that arrangement divided into 
three main divisions. These main divisions are the 
gross profit section, the operating profit section, and the 
final net profit or loss section. The final net profit or 
loss should he determined both before and after extra¬ 
ordinary and nonrecurring credit and debits. In the 
analysis of profit and loss statements, respective items of 
expense are set up as a proportion of net sales, which repre¬ 
sent 100 per cent. If one is familiar with the normal pro¬ 
portions that particular items of expense should bear to net 
sales in a specific line of business activity, like the normal 
relations between balance sheet items, it becomes evident 
when a particular expense is excessive. If successive profit 
and loss statements are set up with each item as a percentage 
of net sales, trends are observable for comparative analysis. 
A basic understanding of the break-even point and the rela¬ 
tionships between net sales, variable expenses, and total 
expenses is of great aid to the analyst. Six charts are used 
in the exposition and in the practical application of deter¬ 
mining the break-even point. The percentage net profits, 
after all charges including Federal income and excess-profit 
taxes, on tangible net worth and on net sales are studied; 
typical percentage net profit figures for the years 1939 
through 1943, inclusive, with a simple 5-year arithmetical 
average are presented for particular lines of manufacturing, 
wholesaling, and retailing. 



CHAPTER XVIII 


EXPLANATION OF PROFIT AND LOSS STATEMENTS 

The balance E^eet is supplemented by two complementary financial 
statements, the profit and loss statement and the surplus account. 
The profit and loss statement is the schedule that shows the income and 
expenses of a business enterprise over a period of time and then gives a 
final figure representing the amount of profit or loss for the accounting 
period. In this chapter the profit and loss statement will be described, 
and in the following chapter the technique involved in interpreting 
these figures will be outlined. 

In the case of a business enterprise with a tangible net worth of 
$10,000 or more, it is generally necessary to take two steps preparatory 
to analyzing the balance sheet. The first step is to condense the balance 
sheet into fewer items by grouping together captions of similar signifi¬ 
cance. This routine is absolutely essential with those business enter¬ 
prises that have 20 or more items in the assets and liabilities, as it is 
impossible to grasp at one time the effective relationship between so 
many different captions. If, for example, a balance sheet contains an 
item Due from Officers of $4,521.93 and another item Due from Employees 
of $1,262.32, the combined item of $5,784.25 may effectively be made to 
read Due from Officers and Employees, since both items, in nine cases out 
of ten, carry similar significance from the analyst's point of view. 

The second step is to obtain supplemental information about parti¬ 
cular items that are not self-explanatory. Both these steps have been 
explained in considerable detail in earlier chapters. They are generally 
unnecessary in going over the affairs of a business enterprise with a 
tangible net worth of less than $10,000, since the balance sheet of such 
a concern invariably is simpler and more easily interpreted. 

In a sense, the analysis of profit and loss statements is in direct con¬ 
trast to the analysis of balance sheets. Whereas the balance sheet of a 
large enterprise must be condensed into a smaller number of related 
items, the profit and loss account often must be expanded, since it so 
frequently is condensed as to be of little value. This is particularly 
true of large corporations whose securities are listed on an exchange or 
traded in over the counter. 

Under the Securities Exchange Act of 1934, managements of corpora¬ 
tions with securities listed on a national security exchange may make 

403 
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written objection to the public disclosure of certain information sub¬ 
mitted in confidence to the Securities and Exchange Commission. The 
Commission then determines whether, in its judgment, public knowledge 
of this information would be harmful to the continued successful opera¬ 
tion of the corporation. In the majority of cases, the Commission has 
ruled against this managerial policy and has proceeded to make the 
information available to the public. Even when the Commission con¬ 
sents to the concealment of the data, the commercial banker can and 
invariably does insist, in his dealings with these same corporations, 
upon receiving a complete record in the form of the annual detailed 
audit. Rarely are other outside analysts in a position to obtain such 
close and helpful information. 

This volume deals with the financial statements of industrial and 
commercial business enterprises. In the regulation of railroads, electric 
light, gas and other public utilities, banking, insurance, and building and 
loan associations. Federal and state authorities have prescribed uniform 
accounts which must be followed in preparing the annual reports, includ¬ 
ing profit and loss statements, made to the various governmental agencies. 
Industrial and commercial corporations that come under the active 
scrutiny of the Securities and Exchange Commission likewise must file 
profit and loss statements in accordance with a specially prepared out¬ 
line.^ In the reports to their own stockholders, the managements of 
many of these corporations depart somewhat from the officially pre¬ 
scribed accounting procedure and submit their financial statements in 
somewhat different and often very condensed form. 

PRINCIPAL ITEMS IN PROFIT AND LOSS STATEMENTS 

The profit and loss statements of industrial and commercial corpora¬ 
tions that must file with the Securities and P]xchange Commission 
have reached a high degree of uniformity and completeness. But there 
are hundreds of thousands of other commercial and industrial concerns 
that are not required to file figures prepared with the same care and 
exactness. The earning figures of these concerns range from similar 
thoroughness to utter uselessness, because of varying degrees of con¬ 
densation and unique arrangements and classifications of expense items. 
This condition becomes more acute with smaller business enterprises 

^ As explained on p. 62 in Chap. Ill, there were 2,200 issuers having securities 
registered on national security exchanges as of June 30, 1948, which come under the 
supervision of the Security and Exchange Commission, of which 76 were foreign 
governments and political subdivisions, leaving 2,133 which were l)usiness corpora¬ 
tions. There were also 435 corporations filing information with the Securities and 
Exchange Commission under Section 15d of the Securities Exchange Act of 1934. In 
all, 2,588 business corporations annually file information on specially prepared 
forms with the Securities and Exchange Commission. These are the larger, nationally 
known commercial and industrial business enterprises in the country. 
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that make little or no use of trained accountants. However, this 
usually results from lack of knowledge and not from any deliberate 
policy of subtle concealment. 

Many business concerns whose affairs come under no outside scrutiny 
report only gross profits^ or net earnings, or some other single item or 
limited piece of operating information, with no supporting information 
indicating how the figures were obtained. In such cases, it is impossible 
to determine how effectively the business is being operated. Where no 
profit and loss figures are made available, it is necessary to work back¬ 
ward through the yearly changes in the surplus account and the dividend 
or withdrawal payments, if available, to obtain at least some general 
idea regarding net profits or losses for respective years. 

Most financial statement blanks used by banking institutions, credit 
departments of business enterprises, and mercantile agencies, except 
those for farmers, for stockmen, and for small business concerns, carry 
requests for a profit and loss statement. ^ A condensed profit and loss 
schedule is generally included in the statement blanks to be filled in by 
business enterprises with a tangible net worth of $5,000 or less, while 
a more elaborate schedule is included in the long form for corporations 
and firms used by the Federal Reserve Bank of New York. In these 
long financial statement blanks, the full profit and loss statement takes 
up approximately three-quarters of an entire page and is in considerable 
detail. 

A condensed and highly inadequate profit and loss statement may 
consist of three, four, or five items; an elaborate statement may con¬ 
sist of 100 or more items. No matter how many items are included, 
they may be readily grouped and classified for the purposes of analysis 
into three broad sections: (1) the gross profit section, (2) the operating 
profit section, and (3) the final net profit or loss section, including all 
extraordinary debits and credits.® Profit and loss statements have been 
divided into 16 primary items; these items, in turn, are classified under 

* Such as Forms 6, 7, 8, 9, and 10 in Chap. IV. 

® In one of the more recent fascinating studies of value theory. The Theory of 
Monopolistic Competition, by Edward H. Chamberlin, 4th ed., p. 123 (Harvard 
University Press, 1942), a volume that normally would have little to do with financial 
statements, the author distinguishes between production costs and selling costs: 
‘‘Cost of production includes all expenses which must be met in order to provide the 
commodity or service, transport it to the buyer, and put it in his hands ready to 
satisfy his wants. Cost of selling includes all outlays made in order to secure a 
demand, or a market, for the product. The former costs create utilities in order that 
demands may be satisfied; the latter create and shift the demands themselves. A 
single criterion is this; of all the costs incurred in the manufacture and sale of a given 
product those which alter the demand curve for it are selling costs, and those which 
do not are costs of production.'* Unfortunately, the realistic problem of analyzing 
profit and loss statements is a little more complex than the theoretical economic 
separation of expense into these two categories of production and selling. 
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the three sections just mentioned. The important items included in 
each of these sections are described in succeeding paragraphs. These 
16 items of primary importance are: 

Gross Profit Section 

1. Gross Sales 

2. Returns and Allowances 

3. Net Sales 

4. Cost of Sales 

5. Gross Profits 

Operating Profit Section 

6. Administrative and General Expenses 

7. Selling Expenses 

8. Provision for Doubtful Accounts 

9. Operating Profit 

Final Net Profit or Loss Section 

10. Cash Discounts Earned and Given 

11. Interest 

12. Net Profit or Loss before Extraordinary Charges 

13. Extraordinary Charges 

14. Income and Excess-profits Taxes 

15. Net Profit or Loss 

16. Net Profit or Loss after Adjustment by Carry-back Tax Privilege 

Gross Profit Section 

The gross profit section begins with gross sales for the accounting period 
under review, from which are deducted returns and allowances to give 
net sales. From the net sales the cost of goods sold is then deducted 
to arrive at the gross profit. The percentage of gross profit on net 
sales indicates to the analyst whether the average markup on merchandise 
sold is suflScient normally to cover all expenses and to show a profit. 
If a particular retail drugstore with annual sales of $28,000 operates on 
a gross margin of 23.5 per cent and suffers a net loss, the reason for the 
loss may easily be traced. The typical gross margin of profit in this 
line is around 33.3 per cent on net sales, and the concern under the fluoro- 
scope is operating on an inadequate markup. A certain margin of gross 
profit is essential for every line of commercial and industrial activity. 
This margin varies moderately with the volume of net sales, the size and 
scope of the business, the size of the city or town in which the enterprise 
is located, the intensity of competition, and the terms of sale, but nor¬ 
mally it should be sufficient to cover expenses and ensure a reasonable 
profit. 

1. Gross Sales, —Every complete profit and loss statement of a com¬ 
mercial or industrial business enterprise starts with the amount of gross 
sales. This term refers to the aggregate selling price of all merchandise 
and services that have been sold during a given accounting period, the 
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selling of which is the primary object of the business enterprise whose 
figures are under examination. 

The financial statement blank for larger corporations used by Dun 
& Bradstreet, Inc., requests a separation of sales into cash and credit 
sales, without which the average collection period cannot be determined. 
The profit and loss statements in the long forms of the Federal Reserve 
Bank of New York and the profit and loss statements of the Securities 
and Exchange Commission require a separation of gross sales into sales 
to subsidiaries and affiliates and sales to others, data which in the case 
of complicated corporate structures add very material enlightenment. 
The regulations of the Securities and Exchange Commission also provide 
that ^‘if income is derived from both gross sales and operating revenues, 
the two classes may be combined in one amount if the lesser amount is 
not more than ten per cent of the sum of the two items. 

2. Returns and Allowances .—Gross sales exceed net sales by the 
amount of returns and allowances and are of significance for revealing 
these charges. The extent of returns and allowances is an indication 
as to whether the merchandise produced or handled is meeting the 
reasonable requirements of customers. If merchandise is being mis¬ 
represented, if paper cover stock is sold green instead of having been 
dried out properly, if extensive defects are found in a line of coats pro¬ 
duced by a manufacturer of ladies^ wear, the high returns and allowances 
may indicate wide dissatisfaction on the part of customers. Similarly, 
if a particular line of fountain pens is defective, returns will be out of all 
reasonable proportions and will involve unexpected expenses in replace¬ 
ments or repairs, or both. Excessive returns and allowances thus 
greatly reduce the receipts from gross sales and may also curtail the 
future volume of sales as customers' confidence decreases. Improper 
control over returns and allowances may quickly convert profitable 
operations into unprofitable ones. 

The profit and loss statement forms of Dun & Bradstreet, Inc., and 
of the Securities and Exchange Commission provide at this point for 
the deduction of discounts allowed, along with returns and allowances.® 

^ Regulation S-X, Rule 5-03(6), p. 15, Apr. 1, 1947. 

* W. A. Paton and A. C. Littleton in An Introduction to Corporate Accounting 
Standardsj p. 29 (American Accounting Association, Chicago, 1940) also lay emphasis 
on this practice because of the effect on costs. ** Costs are overstated unless discounts 
and other allowances are deducted. It need not be considered improper, as a matter 
of recording procedure, to charge cost accounts, provisionally, with gross invoice 
prices, but if this is done an adjustment is later necessary to reduce the recorded figure 
to the cash cost basis. Discounts taken are often interpreted as earned income, but 
this view does not square with fundamental concepts; income is not realized through 
the process of buying, for that is only the first step in the program of effort designed to 
lead to revenue. In general, cash discounts are clearly cost adjustments. . . . The 
real price is the net cash price (the least amount, if there are alternative terms), and 
the matter is so understood by both parties.” 
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The Federal Reserve Bank of New York, however, makes discounts 
allowed a deduction from the last section of the profit and loss statement. 
Whether from an analysis standpoint the item should be included at this 
point or later in the schedule depends upon whether the discount is a 
cash discount, or a trade or quantity discount. If it is a trade or quantity 
discount, it might well be deducted here along with returns and allow¬ 
ances, as such discounts are really adjustments in selling prices. 

3. Net Sales .—The deduction of returns and allowances (also trade 
and quantity discounts) from gross sales gives the volume of net sales. 
The amount of net sales is the effective volume of business on which a 
profit is earned or a loss is assumed. It is the key figure in the profit and 
loss statement. It must be known for the computation of the turnover 
of inventory, the turnover of the net working capital, the turnover 
of the tangible net worth, and the average collection period, ratios that 
have been found essential in determining the inherent soundness of the 
balance sheet. The net sales is also essential in the so-called sales 
analysis*' as described in Chap. V, the process by which an analyst esti¬ 
mates, on the basis of the average monthly volume of business, the time 
required by smaller business enterprises to liquidate their accounts 
payable, and whether payments may reasonably be expected to be 
prompt or slow in the immediate future. 

4. Cost of Sales .—For retailers and wholesalers, the inventory at the 
beginning of an accounting period, plus purchases and less the inventory 
at the end of the period, gives the cost of sales. Regulations of the 
Securities and Exchange Commission provide that occupancy and 
buying costs" for wholesalers and retailers may be included in cost of 
goods sold.® In the case of manufacturing enterprises, direct labor 
and all manufacturing expenses, including local real estate taxes on 
manufacturing properties, social security and unemployment taxes on 
factory employees, and that portion of depreciation which enters into 
the cost of production^ must also be included. 

® Regulation S-X, Rule 5-03, 2^1(6), p. 16, Apr. 1, 1947. 

’ “No matter how constantly repaired, there is always a time after which the 
economic usefulness of a piece of machinery or even a building is largely ended. It 
has depreciated to the extent that it must be replaced by a new unit. Likewise, as 
long as there is improvement in the arts, newer and better methods of manufacturing 
will constantly be discovered. Therefore, a physical unit of equipment which is 
perfectly satisfactory and almost as good as new today may be rendered hopelessly 
uneconomical and unsatisfactory tomorrow through the invention of a more effective 
appliance. Indeed, it might be utter folly for a company to continue to use the equip¬ 
ment which it has installed, even though its actual qife^ might continue for several 
years. As the business is conducted to make profits, it must either use the most 
approved equipment or be outdistanced by its competitors. Through obsolescence, 
therefore, enormous depreciation constantly results. This sort of depreciation is 
much greater in some lines of industry than in others, but must always be reckoned 
with. Finally, the mere growth in volume of a business, or changes in the nature of 
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The value of the inventory at the end of the year is the most important 
single figure in the final computation of net profits. If this inventory 
figure happens to become understated purposely or accidentally, the 
results from operations will show smaller profits by the amount of the 
understatement. As the closing inventory figure is also the opening 
inventory figure for the following period, the profits for the following 
period will be increased by the same amount, provided there are no 
further errors. Conversely, when an inventory figure is overstated, 
the profit and loss statement for the closing period will show profits that 
are larger than the actual profits by the amount of the overstatement; 
and the following period, assuming that there are no other errors, will 
show profits that are decreased from the actual by the amount of over¬ 
statement at the close of the previous period.® 

The closing inventory is of much greater importance relatively in 
determining the net profit for an accounting period than it is in deter¬ 
mining the balance sheet position. An error of 5 per cent in the total 
of the closing inventory, for example, may not be of major importance 
in reference to the current assets in the balance sheet, the relationship 
of net sales to inventory, or the relationship of inventory to net working 
capital, but such an error in the profit and loss statements may easily 
cut the profits in half or double them.® 

No management of a large manufacturing corporation can be in a 
position to plan its finances and operate with any degree of fairly con¬ 
sistent success unless definite means of knowing exact production costs 
of its various products are readily available, in other words, an adequate 
and practical cost system. The costs of a manufacturer are far more 
complicated than the costs of a wholesaler or a retailer. An adequate 
cost system enables the management to determine what articles should 
be produced with existing machinery and equipment; what quantities 
may be made profitably; how selling prices may be determined; and, 
by comparing with standard costs of other concerns, where additional 
savings may be made. 


the demand for its product, may render its plant or equipment inadequate, though 
under other circumstances no change might need to be made. It is obviously quite 
impossible to predict how soon a given plant or piece of machinery may have to be 
scrapped, because, even though not displaced by new inventions, it is not of a suitable 
size for the further economic operation of the company as the volume of business has 
been enlarged. Depreciation, therefore, is a fact which cannot be escaped.”— ^Lin¬ 
coln, Edmund E., Applied Business Finance^ 5th ed., p. 728 (McGraw-Hill Book 
Company, Inc., New York, 1941). 

* Jackson, .James J., Taking the Merchandise Inventory, p. 236 (Chemical Publish¬ 
ing Company of New York, Inc., New York, 1941). 

* Broad, Samuel J., ** Methods of Planning and Taking Inventories,” published in 
The Control and Valuation of Inventories, p. 305 (National Association of Cost Accoun¬ 
tants, New York, 1941). 
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5. Gross Profit ,—The gross profit is derived by deducting the cost 
of goods sold from the amount of net sales. The gross profit percentage 
of net sales is a most valuable figure in comparative analyses of con¬ 
cerns in the same line of business. This ratio answers the question, 
“Is the markup on cost to selling price sufficient to show a profit in a 
highly competitive business world?’’ The average or typical percent¬ 
ages of gross profits and expense items in terms of net sales are made 
available, from time to time, by certain of the more progressive trade 
associations, by certain universities, and by other organizations that have 
made financial studies for particular industries.^® 

The importance of a certain minimum of gross profits from a com¬ 
petitive point of view has been explained theoretically and clearly by one 
early student of the analysis of profit and loss statements: “Within 
certain limits there is a natural gross profit in every line of merchandising 
and manufacturing. By ‘natural’ gross profit we mean that under 
ordinary business conditions staple materials and merchandise in any 
given standard line can be acquired and sold at about the same cost and 
price by those in that line who possess about the same amount of ability. 
In some lines the resulting gross profit is large, in others small; but in 
each line the ordinary market conditions are available to all engaged in 
that lino. If there are 100 manufacturers in a certain type of business, 
some will be found with greater ability than others; also some may have 
insufficient capital, so that the gross profit may be greater or less in 
certain plants than in others, and the average gross profit of the hundred 
will not be as large as what we call the ‘natural profit’ of those possessing 
reasonable ability and capital. The importance of an accurate calcula¬ 
tion of the gross profits rests upon the fact that if any given business 
concern cannot earn the natural gross profit, or at least exceed the average 
of all engaged in its line, it will not become a success. Whether or not 
the gross profit of a good year is satisfactory, if the percentage of gross 
profit to cost or to sales may be relied upon, comparison of the results 
of the current period with others provides information which should 
explain the causes for the increase or decrease in the amount of the gross 
profit.”^^ The concerns with the higher percentage gross profits are well 
on the way to the higher percentage net profits. 

Studies of this nature have been made for many years by the National Drug¬ 
gists’ Association, New York; the National Retail Dry Goods Association, New York; 
the National ‘Wholesale Hardware Association, Philadelphia; the National Fertilizer 
Association, Washington, D.C.; the National Paper Trade Association, New York; 
United Typothetae of America, Washington, D.C.; the National Retail Hardware 
Association, Indianapolis; the University Extension Division, University of Colo¬ 
rado, Boulder, Colo.; the Graduate School of Business Administration, Harvard Uni¬ 
versity, Cambridge, Mass.; and Eli Lilly and Company, Indianapolis, Ind. 

Stockw ell, Herbert G., How to Read a Profit and Loss Statement^ pp. 123-124 
(The Ronald Press Company, New York, 1927). 
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Operating Profit Section 

In the operating profit section of the profit and loss statement, the 
various actual expenses in running a business are deducted from the 
gross profit, after the product is purchased or produced, to obtain an 
operating profit for the accounting period. These expenses in a detailed 
statement would be broken down, with many subdivisions, under 
administrative and general expenses and selling expenses. This section 
would also include a provision for doubtful accounts. In a condensed 
profit and loss statement, all these items may be combined together 
into the one item of operating expenses. 

Certain expenses of the business are omitted from this section of the 
financial statement. These items are cash discounts earned, cash dis¬ 
counts given, interest on borrowed money, income and excess-profit 
taxes, and (charges which are generally termed of an extraordinary 
nature. These particular items are omitted at this point, so that the 
operating profit will have been determined on a comparable basis for 
different concerns whose figures the analyst might be studying. One 
corporation, for example, might have sufficient capital of its own to 
operate through a particular year without borrowed funds; a competitor 
might be utilizing funds furnished by a substantial funded debt and so 
have a representative charge for interest. By omitting the interest 
charge at this point, the operating profit, provided the earlier items in 
the profit and loss statement had been set up in the same manner, would 
be comparable in both businesses. The same situation exists with 
respect to cash discounts earned, cash discounts given, income and 
excess profit taxes, and charges of an extraordinary nature. 

Sometimes condensed into one all-inclusive item, operating expenses 
at other times are presented in great detail and may run to 50 or 60 
items. An excessive amount in any one or several of these items might 
be the simple explanation of yearly operations in the red. 

An analyst has a deep interest in learning that expenses are kept 
Avithin proper bounds. Poor management that has become involved in 
paying excessive rent, burdensome interest charges, heavy traveling 
expenses, and exorbitant entertainment costs has brought many busi¬ 
nesses to their untimely demise. In many lines of business, percentage 
standards for these particular expenses have been determined and are 
available as a basis for study and comparison. In general, these 
expenses rise and fall more slowly than the prime expenses which enter 
directly into the production of a particular commodity, that is, mill 
costs of production and the direct outlay for labor and material. The 
administrative, selling, and overhead expenses are very stubborn items 
to deal with when reducing selling prices. 

6. Administrative and General Expenses ,—Administrative and gen- 
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eral expenses cover officers’ salaries, other salaries that are not factory 
or selling expenses, depreciation not specifically applicable elsewhere, 
telephone and telegraph, postage, legal expenses, local real estate taxes 
applicable to administration, social security and unemployment taxes 


FORM or PROFIT-AND-LOSS STATEMENT 

Gross sales____ 

Less outward freight, allowances and returns... 

Xct sales_____ 

Inventory beginning of year-......—.- 

Purchases, net (or cost of goods produced)_ 

Less inventory end of year__-. 

Cost of sales___- 

Gross profit on sales..... 

Selling expenses (itemized to correspond with ledger Accounts kept) — 

Total selling expenses...-.- 

General expenses (itemized to correspond with ledger accounts kept).. 

Total general expenses.. 

Administrative ex|)enses (itemized to correspond with ledger accounts 

kept). 

Total administrative exi)ensos__-.— 

Total expenses_____ 

Net profit on sales.. - 

Other income: 

Income from investments...-.. 

Interest on notes receivable, etc.. 

Gross income_ - 

Deductions from income: 

Interest on bonded debtr....... 

Interest on notes payable. - 

Taxes, depreciation, etc. (separately shown).. 

Total deductions. 

Net income for the period...... 

Add special credits to profit and loss (separately shown)__ 

Deduct special charges to profit and loss (separately shown).- 

Profit and loss for period_____ 

Surplus beginning of period.... 

Add or deduct items in the surplus account attributable to prior periods. 

Dividends paid...... 

Earned surplus at end of period.. 


Form 19.—Profit and loss statement suggested in Verification of Financial Staiementa by 
the Federal lieserve Board, 1929. 

applicable to administration, capital-stock taxes, franchise taxes, and 
occupancy expenses such as rent, light, heat. 

7. Selling Expenses .—Selling expenses include all salaries of those 
engaged in the distributing end of the business, salaries of salesmen, 
and wages of employees in the sales department. It also includes 
commissions for selling, traveling expenses of salesmen, entertainment 
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expense incidental to distributing operations, social security and unem¬ 
ployment taxes applicable to personnel in the selling end of the business, 
and advertising. ' 

8. Provision for Doubtful Accounts. —Before closing the books for 
an accounting period, the open accounts receivable must be scrutinized 
carefully for losses that should be charged off. Many accounts may be 
perfectly good though slow of collection, and many now thought to be 
good may prove to be worthless. Losses assumed on receivables during 
the period, together with reserves set up for possible losses not yet 
recognized, are deducted at this point. Except in the case of concerns 
selling on an installment basis, the annual provisions for doubtful 
accounts should rarely exceed of 1 per cent on the net sales. 

9. Operating Profit —Gross profit, less administrative and general 
expenses, selling expenses, and provisions for doubtful accounts, gives 
the operating profit, or, as it is also termed, net operating profit for the 
accounting period. This figure is the measure of the ability, skill, 
aggressiveness, and ingenuity of the management to operate a business 
successfully for its main purpose. Into this one final mathematical 
figure are translated the operating policies of the executive staff in 
connection with the primary purpose of the concern. 

The operating profit is the sum available after all normal operating 
charges, but before cash discounts earned and given, before payment 
of interest and income and excess-profit taxes, before income from 
investments or miscellaneous extraordinary credits, and before extra¬ 
ordinary charges of an unusual nature and charges not actually incurred 
in operations during the accounting period. Some managements are 
able to show an adequate profit up to this point, but seem to fail in 
supplementary policies, thus changing the operating profit into a materi¬ 
ally smaller net profit or even into a final net loss. Both the operating 
profit and the final net profit are necessary in determining the financial 
results from different phases of management operations. 

Final Net Profit or Loss Section 

In smaller business units the operating profit is generally synonymous 
with the final net profit or loss. In larger business units, other debits 
and credits are often made before arriving at the final figure representing 
net profit or net loss. These debits and credits are described in the 
following paragraphs. 

10. Cash Discounts Earned and Given, —Cash discount earned is an 
addition to and cash discount given a deduction from the operating 
profit. Both items are nominal in the case of small concerns; retailers, 
of course, have no discounts given and often few or no discounts earned. 
Large corporations selling on discount terms may have very substantial 
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items both as debits and credits. In recent years there has been a 
marked tendency to reduce or to eliminate the discount in selling terms 
because of low interest rates. 

11. Interest. —By having a separate item of interest at this point, 
the number of times the interest is earned ''from operations’’ may be 
determined, a comparison of considerable importance to security analysts. 
This is particularly true of corporations that have one or several issues of 
funded debts outstanding. Where the item only represents interest on 
short-term bank loans, it is of somewhat less relative importance. 

12. Net Profit or Loss before Extraordinary Charges. —After the deduc¬ 
tion of cash discounts earned and given and interest charges, a figure of 
net profit or loss from the normal operations of a business enterprise 
is obtained. This figure is a highly desirable one for yearly comparison 
and in the study of the operations of concerns in the same line of business. 
In many large concerns and most small ones, this figure is also the final 
net profit or loss for the accounting period. In the case of large repre¬ 
sentative corporations, other charges and credits, usually termed non¬ 
operating y nonrecurring y or extraordinary y are now made to arrive at the 
final figure of net profit or loss for the period. The separate treatment 
of these items at this point facilitates the disclosure of unusual sources 
of income and charges in the profit and loss statement. 

13. Extraordinary Charges. —To the net profit or loss from normal 
operations there are now added such credits or deducted such debits as 
might have arisen outside the normal operations of the business, to 
arrive at the final figure of net profit or net income for the accounting 
period. These items are generally grouped under two captions. Income 
Credits and Income Charges. Income credits are of wide varieties, 
including, among other items, dividends and interest received on invest¬ 
ments, profits on securities sold, royalties, income from rented properties, 
and tax adjustments. Regulations of the Securities and Exchange 
Commission regarding extraordinary credits cover four situations: 

Dividends. —State separately, if practicable and significant, the amount of divi¬ 
dends from {a) securities of affiliates, (Jh) marketable securities, and (c) other 
security investments. 

Interest on Securities. —State separately, if practicable and significant, the amount 
of interest from (a) securities of affiliates, (6) marketable securities, and (c) other 
security investments. 

Profits on Securities. —Profits arising from transactions in securities shall be stated 
net of losses. No profits on the person’s [concern’s] own securities, or on those 
of its affiliates, shall be included under this caption. State here or in a note 
herein referred to the principle followed in determining the cost of securities sold, 
e.g.y “average cost” or “first-in, first-out.” 

Miscellaneous Other Income. —State separately, with explanation, any significant 
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amounts, designating clearly the nature of the transactions out of which the items 
arose.*- 

Income charges are of three broad types. The first type represents 
items not connected with the ordinary or normal operations of a business 


Income Statement, Year Ended December 31.19— 

Revenues: 

Gross-.. . 

Less adjustments for returns and discounts. al» 

•S lowances and other price adjustments ... . 

:§ Net.:. 

<3 

^ operating Expenses: 

•5 Merchandise or production cost of product or , 

5 service sold*... 

^ Administrative expense* .. 

Q Distribution expense/. .. 

Total operating expense.. . 

Operating income (net operating revenue). . 

Other net Income (or loss)... . 

Total net income. . 

Interest charges . 

Accumulation of bond discount. . . 

•S Balance of income before income taxes. . 

'S Provision for income taxes. . 

Q Net current income for stockholders. . 

I Current dividends on preferred stock. . 

^ Net income for common stockholders. . 

Regular dividends (if any) on common stock. . 

Excess of current net income over regular divi- 
dividends (or excess of dividends over current 

net income) .. . 

Adjustments of net income—profit and loss items^.. . 

Net addition to (or deduction from) surplus ... . 

^ Unappropriated surplus, beginning of period .... . 

•S Total (or balance) . . 

•§ Transfers to and releases from appropriated surplus . . 

is Total (or balance of) unappropriated surplus . 

^ Reduction due to acquisition of treasury stock .... 

Special or irregular dividends. 

^ Stock dividends . .... . 

Unappropriated surplus, close of period. . 

•Depreciation and depletion charges and amortization of intangible assets should 
be separately listed or the total shown in a footnote. 

2 There is something to be said for Including these adjustments prior to the 
charging of dividends. Adjustments of this character, of course, may affect the 
amount of taxable income. 


Form 20.—“ Income Statement” suggested in Financial StatemerUs by M. B. Daniels, 1939. 


such as losses from floods and hurricanes, losses on securities sold, losses 
on the disposal of fixed assets, provisions for contingencies, expenses in 
carrying idle plants, and losses incurred in cancellation of leases. The 
second type represents operating expenses of prior years which came to 
Regulation S-X, p. 16, Apr. 1, 1947. 
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light during the current accounting period, such as an inventory shortage, 
additional taxes, and payment for legal services in prior years. In theory 
these items should have been absorbed in the operating expenses of 
earlier years. The third type represents extraordinary items of operat-. 
ing expenses during the current accounting period such as expenses for 
guards and the transportation of nonstriking employees in case of a 
strike. Regulations of the Securities and Exchange Commission cover 
this wide variety of situations in a very general manner in two classes of 
income deductions: 

Losses on Securities .—^Losses arising from transactions in securities shall be stated 
net of profits. No losses on the person’s [concern’s] own securities, or those of its 
afifiliates, shall be included under this caption. State here or in a note herein 
referred to the principle followed in determining cost of securities sold, e.g.^ 
**average cost” or first-in, first-out.” 

Miscellaneous Income Deductions .—State separately, with explanations, any 
significant amounts, designating clearly the nature of the transactions out of 
which the items arose. 

In recent years, considerable question has been raised regarding the 
familiar accounting practice of making charges, the origin of which 
dates back to prior accounting periods, not as extraordinary charges to 
the current profit and loss statement but directly to the surplus account. 
The early theory was that accumulated earnings in the surplus account 
was the proper place to charge such items, because they were in effect 
adjustments of a surplus balance originally assumed to be correct but 
which in the light of subsequent events turns out to have been incorrect. 
It is the author’s considered view that all such extraordinary charges 
should go through the current profit and loss statement, as outlined 

Ibid., pp. 16-17. 

A modified contrary opinion appears in A Statement of Accounting Principles^ 
by Sanders, Hatfield, and Moore, p. 39 (American Institute of Accountants, New 
York, 1938). These authors explain: “There is some opinion in favor of passing all 
capital losses and gains through the income statement, on the ground that resort to 
surplus account may be misused to relieve the income statement of proper charges, 
and to the end that the income statements may cumulatively show all changes, in 
net worth. Some capital gains and losses are, however, sufficiently abnormal to have 
no direct relation to current income, and sufficiently large to distort current income, 
even when clearly shown as separate items. In such cases charges or credits to surplus 
are justifiable. In cases of doubt the tendency should be to include such items in the 
income statement.” 

A definite viewpoint on the other side appears in Financial Statements, by M. B. 
Daniels, pp. 54-55 (American Accounting Association, Chicago, 1939): “ Certain items 
of income or expense, profit or loss, while definitely affecting income of the current 
period expressed in terms of distributable funds, may be of an extraordinary or non¬ 
recurring nature, for example, proceeds of life insurance, collections (or payments) of 
judgments, moving expense, special litigation, research, and experiment costs. Such 
items may be legitimately excluded from operating income, but are definitely part of 
the entire income picture. . . . Some extraordinary and prior years’ items may have 
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above. This subject is discussed in more detail in Chaps. XIX and 
XXIII. 

14. Income and Excess-profits Taxes, —Federal, state, and local 
taxes are of many varieties. Property taxes, social security and unem¬ 
ployment taxes, capital-stock taxes, and franchise taxes are all included 
in other appropriate parts of the profit and loss statement. The most 
important tax, imposed by Federal law and by some state laws, is the 
income and excess-profits tax on the net income of a corporation. If a 
business concern has a taxable net income in the accounting period 
covered by the profit and loss statement, there exists a liability for income 
and possibly for excess-profits taxes that must be set up at this point. 
Where net profits are reported before Federal income and excess-profits 
tax, it is frequently impossible for the analyst to compute, even in a 
general way, the liability for taxes, because income as determined by 
generally accepted accounting procedure is often at wide variance with 
taxable income determined under statutes and regulations of the Federal 
government. 

15. Net Profit or Loss .—After the application of extraordinary income 
credits and income charges, and income and excess-profits taxes, the 
final net profit or loss for the accounting period is obtained.^® In a 
steadily increasing percentage of profit and loss statements, particularly 
those which appear over the signature of independent public accountants, 
the ^^nct^^ when applied to profits or losses correctly indicates that 
every expense in the operation of a business enterprise has been deducted, 
and that all income from all sources has been included. Such profit 
and loss statements have increased in number in recent years as a result 
of the policy fostered by the American Accounting Association, the 
Securities and Exchange Commission, and an increasing number of 

been previously ^provided for* through appropriations of surplus, and in such a case 
the loss or expenditure when it occurs is often charged against the ‘reserve.* Simi¬ 
larly, profit and loss items are often ‘charged to surplus* in accordance with a directors’ 
resolution. Neither circumstance precludes showing the particular item in the 
income statement as an adjustment of net income, as otherwise it is never listed for 
any fiscal year. In the former instance an amount corresponding to the charge to the 
‘reserve* must of course be shown as a release therefrom in the surplus division of the 
statement.** 

16 “The final gain or loss of any undertaking can be determined correctly only when 
it [a concern] has been completed or its affairs otherwise wound up. In this sense the 
only true income statement of an enterprise is one showing revenues, expenses, and 
income or loss for the entire period of its existence. Likewise, all balance sheets pre¬ 
pared during the operating life, and including unamortized costs of production factors 
such as materials and plant, are subject to inherent limitations. For obvious reasons 
it is desirable, even necessary, to have an accounting at various stages in the history 
of an enterprise Financial statements are thus for the most part interim reports and 
reflect a division of the life of an enterprise into more or less arbitrary accounting 
periods. The period of a year has been generally adopted for the presentation of 
complete financial statements .**—Financial Statements^ pp. 5-6. 
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practicing accountants of suggesting that all credits and all debits go 
through the profit and loss statement. Occasionally qualifying terms 
are used such as net profit before depreciation or before taxes. In such 
cases the analyst must adjust the figures to obtain the real net profit or 
loss, often a difficult task that can be done only to an approximate 
degree.^® 

Many business concerns that have shown high or satisfactory net 
profits during a period of stable or rapidly advancing prices have been 
hard hit during a succeeding period of a general business depression. 
This change from apparent profits to losses is largely explained by the 
unwarranted expansion in fixed assets, often on long-term borrowed 
funds, the overbuying of inventories, and the multiplication of man¬ 
agerial expenses. Fixed charges become greatly increased when a 
business enterprise is on the up and up, and it becomes extremely diffi¬ 
cult to reduce these charges appreciably when sales begin to shrink. 
Many business enterprises have appeared to be enjoying high profits 
until they failed. On the other hand, there are numerous examples of 
concerns where conservative, knowing managements have been (juite 
content to restrict sales during a period of inflated prices and ov^er- 
expanding business activity, to conserve their net working capital, 
to avoid any appreciable increase in their fixed assets, and to allow 
competitors to have their full share of abnormal trade. Jhisiness 
enterprises under such capable, farseeing managements liave made 
little more than average profits w’hen prices were rising but as a rule 
have suffered relatively less and often have had no losses during any 
succeeding period of declining prices and smaller volume of sales. 

16. Net Profit or Loss after Adjustments by Carry-back Tax Privilege. 
The final figure described above under the item Net Profit or Loss will 
generally be the last item in the profit or loss statement. As a lesult 
of Federal tax legislation in 1942 allowing carry-over and carry-back 
privileges, however, there will follow in occasional instances a supple¬ 
mentary item. The theory behind the treatment of this supplementary 
item has been carefully considered by the Committee on Accounting 
Procedure of the American Institute of Accountants, as follows: 

Where taxpayers are permitted to carry back losses or unused excess-profits 
credits, and thus become entitled to a refund of taxes paid in prior years, a (pies- 
tion arises whether the amount refundable is to be regarded as applicabU^ to the 

A successful wholesale distributor of wines and liquors recently set up a n^serve 
for Federal income and excess-profits tax for the first 11 months of a fiscal year of 
$45,000. After this deduction the net profits for the 11 months amounted to $262,790. 
The audited figures for the entin* fiscal year subsequently issued disclosed a reserve 
for Federal income and excess-profits tax of $196,313, leaving a net profit for the 
12 months of $73,699, which was 72 per cent smaller than earlier reported net profit 
for the first 11 months of the fiscal year. 
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year in which the tax was originally accrued or to the year in which the loss 
occurred or the unused excess-profit credit arose. The committee believes that 
as a practical matter, in the preparation of annual income statements, ampunt 
refundable should be included in the latter year. While claims for refund of 
income taxes should not ordinarily be included in the accounts prior to approval 
by the taxing authorities, a claim based on the carry-back provision, while not an 
allowable offset against the tax to be paid, presumably has as definite a basis as 
the computation of income taxes for the year; such claim should, therefore, be 
included in the income statement as indicated above. The committee recom¬ 
mends, however, that the income statement for that year indicate the results of 
operations before application of the claim for refund, which should then be shown 
as a final item before the amount of net income for the period; but if there is sub¬ 
stantial reason to believe that misleading inferences might be drawn from such 
inclusion, the claims may be credited to surplus. 

The author agrees with the above statement of policy, with the 
exception of the last clause to the effect that claims may be credited to 
surplus. It is his considered opinion that in all instances the item should 
be run through the profit and loss statement. If such an item does 
appear in the surplus account of a corporation under analysis, the 
analyst should adjust the profit and loss statement to include the item. 
The theory behind this practice is discussed in Chap. XXIII. 

THEORY OF PROBLEMS 

1. Name the three broad sections of a profit and loss statement and describe each 
section. 

2 . Why should depreciation be dc^ducted as an item of cost before rather than after 
showing net operating profit? 

3. State the arguments for and against including cash discounts earned and given in 
the Final Net Profit or Loss section of the profit and loss statement. 

4. Clive the meaning of the following terms used in the compilation of a profit and loss 
statement: 

a. Cross saltis 
h. Net sales 

c. Cost of sales 

d. Gross profit 

e. Selling expenses 
/. Operating profit 

g. Extraordinary charges 

h. Net profit or loss 

5. Describe four typical extraordinary charges. They may be either credits or debits, 
or both. 

6 . In your opinion, is the balance sheet or the profit and loss statement the most 
important financial statement? In other words, if you could obtain only one financial 

Accounting Research Bulletin, No. 23, p. 191, issued by the Committee on 
Accounting Procedure, American Institute of Accountants, New York, December, 
1944. 
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statement, would you prefer to have the balance sheet or the profit and loss statement? 
Give the reasons for your answer. 

7 . The profit and loss statement shown below was submitted in an annual report to 
stockholders. Study this financial statement and then answer the following questions: 

a. If this profit and loss statement had been complete, what would have been the 
first item in it? 

b. What would represent the difference between this first item and net sales? 

c. Is it sound accountancy to group together in one item cost of merchandise sold 
and buyingj advertising, and occupancy expenses f Explain your answer. 

d. Is it possible to determine the gross profit from this schedule? 

6. If possible, determine the operating profit from this schedule. 

/. The surplus account included charges for adjustment of Federal income taxes 
for prior years of $2,711, and premium or preferred stock purchased of $26,426. 
Should either or both these charges have been included in the profit and loss 
statement? Explain your answer. 

Profit and Loss Statement 

Net Sales. $24,405,072 

Deduct: 

Cost of merchandise sold and buying, advertising, and 

occupancy expenses. $17,564,474 

Selling, general, and administrative expenses. 4,176,862 

Depreciation of buildings. 173,437 

Taxes (other than Federal and state income taxes)_ 473,650 22,388,423 

$ 2,016,649 

Deductions net (including flood expense). 89,594 

$ 1,927,055 

Deduct: Interest. 40,183 

$ 1,886,872 

Deduct: 

Federal income and excess-profits taxes. $ 244,774 

State income taxes. 128,435 373,209 

Profit for year carried to surplus. $ 1,513,663 












CHAPTER XIX 


ANALYSES OF PROFIT AND LOSS STATEMENTS 

The profit and loss statement is the mathematical interpretation 
of the policies, experience, knowledge, foresight, and aggressiveness 
of the management of a business enterprise from the point of view of 
income, expenses, gross profit, operating profit, and net profit or loss. 
The final net profit or loss is the ultimate measure of the skill of the 
active management. A time always comes when the concern which is 
taking continuous losses must lock both the front and the rear doors 
and disappear from the field of active economic competition. Under 
these circumstances it would be most unusual if an analyst were not 
more favorably disposed toward the enterprise with the better operating 
record, although the financial condition of an occasional apparently 
successful concern will become progressively more unbalanced as a 
result of investing year after year greater funds in fixed assets than are 
retained in the business after dividend disbursements. 

Moreover, the profit and loss statement is of special importance to 
the analyst who is interested in obtaining a long-range view of a business 
enterprise. Short-term creditors, such as suppliers of raw material and 
merchandise, and commercial banking institutions that extend 3 to 6 
months^ unsecured loans, generally pay more attention to the condition 
of the balance sheet to support the extension of credit. Owners of 
long-term securities such as a funded debt, preferred stock, or common 
stock generally pay more attention to the profit and loss statement. 

The longer a claim is likely to continue, the more sustained will the 
interest be in the earning figures. The operating management and the 
stockholders will generally have the longest interest. Investors pur¬ 
chase securities in a corporation not merely to maintain their principal 
but also to obtain an income over the years, with possible appreciation 
Any real diminution in that income generally affects the market value 
of their securities. 

Where neither a profit and loss statement nor a reconciliation of 
surplus has been furnished an analyst, both progress and decline are, 
at times, easily concealed. An increase in surplus in the balance sheet 
might be due, not to earnings, but to the sale of additional stock or to 
the write-up of certain assets. Conversely, a reduction in surplus 
might result not from an operating loss, but from dividends or with- 
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drawals in excess of earnings, a downward revaluation of assets, or 
miscellaneous charges made through the surplus account. 

MANIPULATION OF PROFIT FIGURES 

In a fascinating and comprehensive volume entitled Security Analysis, 
two authors devote eight chapters to the “ Analysis of the Income 
Account.’’^ Their “analysis,however, is only nominally concerned 
with variations in the expense items and their relations to net sales. 
Their primary objective is to acquaint the reader with those “ artifices 
and “window dressing^’ devices designed to misrepresent earnings and 
to conceal losses, devices that every analyst hopes and anticipates will 
gradually disappear in the evolution toward more uniform accountancy 
that is now taking place. 

Because of the lack of standard practice in handling the intricate' 
problems involved in corporate accounting “there are unbounded 
opportunities for shrewd detective work, foi- critical comparisons, for 
discovering and pointing out a state of afiairs (piite different from that 
indicated^' by audited figures. Every stockhokUir, investor, speculator, 
and analyst should realize that net profits have been and still are sub¬ 
ject “in extraordinary degree to arbiti*ary determination and manipula- 
tion .’^2 The devices that are most commonly used for this purpose, 
and that are of the utmost importance to the analyst are: 

1. Making charges to the surplus account, instead of to the profit and loss state¬ 
ment, or vice versa. 

2. Overstating or understating depreciation, depletion, amortization, and other 
reserve charges. 

Charges to Surplus 

The apparent leeway allowed operating managements to decide whether 
certain extraordinary charges should be made to current operations 
though the profit and loss statement or should be made as adjustments 
to the surplus account will be discusssed in Chap. XXIII. Suffice it 
to state at this point that any charge to surplus, from the point of view 
of our analysis, should be made to the profit and loss account. Charges 
for reserve for inventory depreciation, expenses of carrying unused plant 
facilities, extraordinary write-downs on fixed assets, and reserves for 
contingencies, one and all, as explained in the preceding chapter, should 
be deductions in the profit and loss statement to arrive at a final net profit 
figure. If a study of net profits is being made over a period of years, and 
it is possible to prorate or to make these charges to the appropriate year 

1 Graham, Benjamin, and David L. Dodd, Security Analysis, 2d ed.. Chaps. 
XXXI to XXXVIII (McGraw-Hill Book Company, Inc., New York, 1940). 

* Ibid,, p. 403. 
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or period, more accurate figures for net profits will, of course, be obtained. 
We are basically concerned with four figures, gross profits, operating 
profits, net profits after Federal income taxes but before extraordinary 
charges, and net profits after all charges. The manipulative device of 
making charges to surplus greatly affects the amount of the reported'^ 
net profits. 

Charging Reserves to Surplus ,—Suppose that a corporation opened 
year A with an inventory of $1,000,000 and also closed year A with an 
inventory of $1,000,000. On the basis of these inventory figures, a 
final net profit of $100,000 is recorded from operations for the year. 

Suppose, however, the management had opened year A with an 
inventory of $850,000 instead of $1,000,000, the difference of $150,000 
representing a reserve for a possible drop in inventory values which was 
charged to the surplus account at the end of year jB, when no such 
reserve had been needed, and immediately absorbed as an offset to the 
inventory of $1,000,000 to bring the book figure down to the $850,000 
level. On this beginning inventory of $850,000 in year A and the same 
inventory of $1,000,000 at the close of year A as outlined in the preceding 
paragraph, the final net profit for the year would now be $250,000, or 

times as large as the actual net profit. This manipulation, which is 
not exactly unusual in acc^ountanc.y, constitutes a practice of taking 
funds from surplus and reporting these sums at a later date as net profit. 
The charge to the surplus account goes unnoticed by all but the skilled 
analyst. 

The reserve of $150,000 could be set up to hide current profits, or it 
could be set up by the management in the sincere belief that prices were 
high and that a drop would probably take place within the following 12 
months or so. In other words, the reserve was set up before the actual 
loss was realized. In either case, if the charge is made to the surplus 
account, the results are identical. If the shrinkage in inventory valuation 
takes plac.e, it is charged to the reserve which was created for this con- 
tingeiKjy, with the result that the loss in inventory is not reflected in the 
income account for any year; it is charged indirectly to surplus. Where 
this practice has been used, earning figures based solely on the profit 
and loss statement are not strictly comparable from year to year.* 

® From the standpoint of the effect upon net profit figures, a similar situation is 
obtained by undervaluing inventory at the end of an accounting period without the 
use of a reserve. Such a situation was clearly apprehended by Max Rolnik during a 
round-table discussion on the subject Inventory—What Is the Lower, Cost or 
Market?” held by the American Institute of Accountants on Oct. 20, 1937. “I don’t 
think,” said Mr. Rolnik, ^‘we ought to let this meeting go by without some comment 
on the point that, while we accountants are concerned with seeing that the balance- 
sheet and the income statement do not overstate the net worth and income, we must 
be careful not to get into a situation where we overstate the income for the subsequent 
periods. If we reduce the inventory below the market so as to show a conservative 
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Similarly, for this same reason, profit and loss statements of concerns 
in the same industry are not always comparable. 

By setting up a profit and loss statement in the manner explained 
in the preceding chapter, that is, by putting all charges through the profit 
and loss account and no charges through surplus, this situation cannot 
arise. Net profits determined by this technique will vary somewhat 
from the actual net profits earned in respective years, but they will 
be more in accord with actual facts than figures determined by other 
existing accounting theories. 

Subtle Effect of Downward Appraisals. —A similar subtle situation 
arises where fixed assets are reappraised, revalued, and written down for 
conservative practices.’^ Such a write-down results in an increase 
in net profits in the immediately future years to the extent of the decrease 
in yearly depreciation taken into the profit and loss statement, and to 
the extent of the permanent disappearance of the depreciation on the 
amount of the property written off. ‘‘The dangers inherent in account¬ 
ing methods of this sort are the more serious because they are so little 
realized by the public, so difficult to detect even by the expert analyst 
and so impervious to legislation or stock-exchange corrections.^^^ In 
other words, the management of a business enterprise may spend several 
hundred thousand dollars for real estate and plants and then decide that 
these prices were excessive, that their judgment was poor or warped by 
the conditions and the times. They may then proceed to write off the 
excess value by a charge to surplus, and by so doing, decrease future 
yearly depreciation charges and increase the net profits correspondingly.® 
Financial statements submitted by registrants to the Securities and 
Exchange Commission under these circumstances must include informa¬ 
tion as to how much smaller the net profits would have been if the former 
values had been retained. 

Effect of Writing Off and Writing Up Depreciable Assets. —Under this 
same heading comes the practice of making one charge to surplus to 

balance-sheet for our bankers and a conservative income account for our stockholders, 
there is a likelihood that the following income statement will be overstated. In other 
words, we will have started the following year with an undulj low inventory, and as a 
result, realization of that inventory will give us profits in the subsequent year which 
are not true profits. They are due to what I may say is a bookkeeping adjustment. 

. . . Many companies are getting into the same situation because they have written 
down their plant values so low, in some cases down to a nominal figure, that they will 
not have any depreciation for the next five, ten, or fifteen years. They are going to 
overstate their income in the subsequent years and lead the unaware into believing 
that the concern is stronger and healthier, and the management abler, than they 
really are.^^— American Institvie of AccountaniSj Fiftieth Anniversary Celebrationj 
1937, p. 355 (American Institute of Accountants, New York, 1938). 

* Security Analysis^ p. 417. 

® For several striking examples of the result of this policy see Winthrop Alden, 
Are You a Stockholderf, Chap. VII (Covici, Friede, Inc., New York, 1937). 
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wipe off such items as leaseholds, leasehold improvements, organization 
expenses, development expenses, underwriting expenses, and other 
intangible items that have been acquired by purchase. Under sound 
accounting theory, the cost of these items should be charged to profit 
and loss over an appropriate number of years. By making one charge to 
surplus, the profit and loss statement is relieved of the future charges 
over the appropriate number of years and earnings for these years are 
correspondingly inflated. 

A variation of this classic theme occurs when a certain type of expense 
that has been charged consistently, year after year, to the profit and loss 
statement is now partly or entirely capitalized and carried in the balance 
sheet, to be written off gradually over a period of years. For many 
years it was the general policy of oil-producing companies to charge 
drilling costs to expense. In more recent years many companies have 
begun to capitalize these costs and to amortize them by annual charges. 
Net profits for the two years, one when the costs were expense and one 
when the costs were capitalized, are hardly comparable. Likewise, 
before the net profits of two oil producers can be compared one must be 
sure that both producers have handled this item in a similar manner, 
including the number of years being taken to amortize these costs. 

Overstatements and Understatements 

Overstatements and understatements of depreciation, obsolescence, 
depletion, and reserves for other purposes, such as for future losses and 
contingencies, are easily understood as a manipulative device, but not so 
easily noticed except by a most comprehensive study. To decide 
whether a particular charge for depreciation or depletion is adequate is 
often a matter of technical knowledge after the information has finally 
been obtained. This knowledge is more likely to be part and parcel of 
the equipment of the industrial engineer than of the financial analyst. 
What the analyst must and can at least do is to observe any deviations 
from past policies. Both the New York Stock Exchange and the Secu¬ 
rities and Exchange Commission have insisted that any changes in 
accounting practices or charges from one year to another, of which these 
are the more important items, must be made known to stockholders of 
corporations which come under their circumspection. Obviously, 
whenever depreciation charges are overstated, or understated, reported 
net earnings are correspondingly distorted. 

Rates of depreciation vary from product to product and from industry 
to industry. Within very general limits the average factory building 
depreciates at an annual rate of from 3 to 5 per cent; furniture, standard 
machinery, and equipment depreciate at the annual rate of 8 to 12 per 
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cent; and patterns and tools generally depreciate at the annual rate of 
20 to 30 per cent, although 100 per cent is not unknown or unusual. 

There are various well-known engineering methods for computing 
depreciation. The commonest method is to divide the original value of 
the unit by the number of years of its theoretical life, and to allow an 
equal annual amount of depreciation for each year. In another case, 
the annual depreciation may increase by a graded amount each year, on 
the assumption that the rate of depreciation is greater the longer the 
property is in use. In still another case, the depreciation may be graded 
in the opposite direction, that is, the highest depreciation may be taken 
during the first year, and steadily decreasing percentages in each suc¬ 
ceeding year. Finally, with small business concerns, depreciation often 
is taken intermittently, depending upon earnings from year to year; 
this method, which is obviously unsound, has no scientific basis and 
today no representative corporation would use it.*^ 

Before their useful span of life is taken up by depreciation many 
machines must be retired because of the development of other machines 
that can produce the same product at a lower unit cost. Many machines, 
moreover, must be retired early because of a decrease in demand for the 
product that the machines produce. Obsolescence due to either or both 
these causes cannot be forecast except in a general way. It is not custom¬ 
ary to measure and to provide for obsolescence separately. Deprecia¬ 
tion generally includes an allowance for obsolescence. Because of the 
nature of this charge, it can easily be ov^erlooked, purposely or accident¬ 
ally, and the result is an inflated net profit figure ov^cn* a period of years, 
until obsolescence becomes so great that adjustments must then be made. 
Then that charge is often made by managements direct to surplus. 

Net Profits after All Charges 

In many business enterprises, part of the operating income arises from 
what may be termed outside operations^ that is, from operations outside 
the principal activity of the concern. Income from outside operations 
may refer to the operation of an oflSice building owned by a manufacturer 
of chemicals, to the operation of a radio broadcasting station by a manu¬ 
facturer of furniture, to investments, and to rent. While the amount 
of net profits from all sources is the measure of managerial capacity, 
earnings from the main operations of a business are usually more stable 
than income from other sources in analyzing the earning power of an 

® The principal methods by which yearly depreciation is determined are known as 
straight-line, unit of production and hours of service, fixed percentage on diminishing 
balance, sinking fund, appraisal, gross earnings, replacement accounting, and retire¬ 
ment reserve accounting. For a brief description of these methods and the situations 
under which most of them are applicable, see Robert H. Montgomery, Avditing Theory 
andPracticej 6th ed., pp. 484-489 (The Ronald Press Company, New York, 1940). 



ANALYSES OF PROFIT AND LOSS STATEMENTS 


617 


enterprise. A satisfactory margin of operating profit, as the income 
from regular operations is called, does not, however, always signify 
satisfactory earnings. 

The profit or the loss assumed on the sale of a factory or a piece of 
unnecessary real estate, or the loss assumed on a charge-off on bad dej^ts 
that occurred 2 years ago is just as much a credit or a charge against the 
judgment and the efficiency of the management as the sale of unit products 
on a high gross margin of profit. When a concern has an operating 
profit of $25,000 and suffers a loss of $35,000 on an investment in a 
bankrupt subsidiary, there is a net loss of $10,000 for the year from the 
point of view of the complete operations of the business enterprise. A 
business may conceivably show operating profits each year for a number 
of consecutive years and retain all the operating profits in the business, 
but subsequently become bankrupt through unfortunate extra-curricular 
activity which involves losses that are greater than operating profits. 

Consolidated Profi.t and Loss Account 

In Chap. Ill, it was shown that if a corporation has 103 subsidiaries, the 
consolidated balance sheet might represent the condition of the parent 
company and all subsidiaries, or the parent company and only part—in a 
particular case, say, 50 of the 103 subsidiaries. In this case, the interest 
in the other 53 subsidiaries would be carried in the assets of the balance 
sheet as an item of investments. The complementary profit and loss 
statement would represent the incomes and expenses of the parent 
company and the 50 consolidated subsidiaries with all intercompany 
sales and income eliminated. Income derived from any of the other 53 
subsidiaries would find its way into this partly consolidated profit and 
loss statement only in the form of such dividends as were declared and 
paid by these nonconsolidated subsidiaries and received by the parent 
corporation. This is the normal accounting procedure. 

Actually, however, the complete picture of income, expenses, and 
profits is never available unless the analyst has a consolidated profit 
and loss statement of all subsidiaries, and, even more desirable, a con- 
solidatingf statement that shows the individual items for each corporation 
as well as the consolidated figures of all. By this process all income and 
expenses of the entire group of related corporations appear in consecutive 
financial statements. 

Where the income and expenses of the parent corporation and only 
certain of the subsidiaries are consolidated, it is always possible to omit 
the operating figures of profitable or unprofitable subsidiaries, an omis¬ 
sion that may easily give a misleading picture to the partly consolidated 
profit and loss statement. For example, if the profit and loss statements 
of 10 of the subsidiaries are not consolidated and these 10 subsidiaries 
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earned $1,000,000 during the accounting period and paid no dividends, 
generally no part of this $1,000,000 would find its way into the partly 
consolidated profit and loss account. A partially consolidated profit and 
loss statement may be quite misleading. 

Even more questionable is the practice, which is occasionally followed, 
of issuing a consolidated profit and loss statement of the parent corpora¬ 
tion and certain subsidiaries for one accounting period, and of the parent 
corporation and certain other subsidiaries for the following accounting 
period. Such a policy makes it impossible to compare the financial 
statements in successive years. In this situation it is imperative to 
have individual profit and loss statements of every subsidiary and a 
completely consolidated profit and loss statement of the entire group 
of related corporations for the successive years. 

If, however, the income and expenses of all subsidiaries are con¬ 
solidated with the figures of the parent company every year, the figures 
are absolutely comparable from year to year, even though new sub¬ 
sidiaries might be organized or acquired and old ones sold or dissolved 
during different periods. At the same time, as a supplemental schedule, 
an individual profit and loss statement of the parent corporation is 
always desirable in order to learn the exact income and expense items of 
the parent legal entity and the amount of dividends legally received 
from each subsidiary. 


INTERNAL ANALYSIS 

It has been said that in each industry, only one business enterprise is 
the most efficient and has the lowest costs. All others have higher 
costs; some are in serious need of experienced control. Furthermore, 
all too frequently, the producers with high costs are those that complain 
about low prices in the industry, although their complaints and their 
problems could be solved by an adequate control of their operating costs.^ 
This situation is realized and brought to the front by the qualified internal 
analysis of the profit and loss statement. 

In the comparative analysis of profit and loss statements, important 
upward or downward changes in dollars and in percentages are inves¬ 
tigated and studied to ascertain their causes. In an internal analysis of a 
profit and loss statement, all items are expressed as percentages of net 
sales. Each percentage is then compared with some predetermined 
base to ascertain whether particular items of expense are heavy, about 
normal, or low. Such an analysis is predicated upon the assumption 
that if any particular item of expense is abnormally large and some 

^ Cartmell, H. M., '^The Control of Inventory Investment,” in The Control and 
Valuation of Inventories^ p. 122 (National Association of Cost Accountants, New York, 
1941). 
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other item or items of expense are not smaller by. the same approximate 
amount, the net profit will be proportionately smaller. 

In this chapter we shall review three different sets of profit and loss 
statements, each illustrative of different features of analysis. The first 
case, a retail men’s furnishing shop, will illustrate the technique of 
internal analysis. The second case, a department store, will illustrate 
the technique of comparative analysis. The third case, a magazine 
publishing company, will illustrate the necessity of adjusting the reported 
profit and loss statement by the charges made to the surplus account, 
in order to obtain basic figures for analysis. 


Retail Men’s Furnishing Shop 

The profit and loss statement in Schedule 64 contains the principal items 
of income and expenses of the Men’s Furnishing Shop, Inc., for 1 year. 
This concern closed its fiscal year with a tangible net worth of S28,723. 

Men^s Furnishing Shop, Inc. [Schedule 64] 

Profit and Loss Statement for Year Ended December 31, 19— 


Gross Sales. 

Returns. 

Net Sales. 

Cost of Sales. 

Gross Profit. 

Operating Expenses. 

Provision for Doubtful Accounts. 

Operating Profit. 

Income Credit: Cash Discounts Earned 

Total. 

Interest Paid. 

Net Loss. 


Amount 

Per 

Cent 

S80,752 

102.86 

2,246 

2.86 

78,506 

100.00 

55,033 

70.10 

23"473 

29.90 

25,522 

32.51 

251 

0.32 

{L)2,300 

{L)2.93 

561 

0.71 

(L)1,739 

{L)2.22 

302 

0.38 

im,d4i 

(L)2.60 


The first item in the profit and loss statement is gross sales for the year 
amounting to $80,752. From these gross sales, returns of $2,246 are 
deducted to give the net sales of $78,506. Cost of sales amounting to 
$55,033 is now deducted from the net sales to give the figure of gross 
profit of $23,473. 

From the gross profit two items are deducted, an all-inclusive item 
of operating expenses of $25,522 and provisions for doubtful accounts 
of $251. The result is an operating loss of $2,300. Income credits for 
cash discounts earned amounting to $561 bring this figure down to $1,739, 
and interest paid of $302 increases the figure to $2,041, which is the net 
loss for the accounting period. There are no Federal income or excess- 
profits taxes, as operations resulted in a net loss for the year. 

















520 


PROFIT AND LOSS STATEMENTS 


To make an internal analysis of these figures, every item in this 
schedule must be set up as a percentage of net sales. This has been done 
in the column to the right of the actual dollar figures. Gross sales of 
$80,752 become 102.86 per cent, returns of $2,246 become 2.86 per cent, 
and net sales of $78,506 become 100 per cent. Each successive item 
in the financial statement also becomes a per cent; cost of sales 70.10 
per cent, gross profit 29.90 per cent, operating expenses 32.51 per cent, 
provisions for doubtful accounts 0.32 per cent, and so on down to the 
net loss of $2,041, which becomes a percentage loss for the accounting 
period of 2.60 per cent. 

Every business enterprise is operated for the purpose of earning a 
net profit. Where a net loss is assumed, an analysis of the figures should 
indicate the reasons for the loss so that corrective measures may be 
taken. In this case, either the net sales were too low for the tangible 
net worth, or some one or several of the items of expense were excessive. 
A study of the balance sheet as of the same date as the profit and loss 
statement indicated no unusual situation; the receivables were in healthy 
shape and bad debt losses of $251 or 0.32 per cent were clearly moderate; 
the value of the fixed assets was low, so yearly depreciation was relatively 
small; and the merchandise was being turned over a satisfactory number 
of times. 

When no explanation is evident in an unsound balance sheet, the 
analyst must concentrate on the profit and loss statement. All items 
of expense shown in this concentrated schedule seem to show a normal 
relationship to the net sales with one exception, and that exception is 
the cost of sales at 70.10 per cent. Cost of sales in a well-operated retail 
men’s furnishing shop ranges from 63 to 65 per cent. In other words, 
this one item of expense was approximately 5 per cent excessive. If the 
cost of sales had been 5 per cent lower, the result of operations would 
have been a net profit of 2.40 per cent instead of the net loss of 2.60 per 
cent. Operating expenses at 32.51 per cent, provision for doubtful 
accounts at 0.32 per cent, and interest at 0.38 per cent were all in satis¬ 
factory proportion to net sales for a men’s furnishing store. 

The reason why the cost of sales was excessive could only be ascer¬ 
tained by a detailed study of cost and selling prices of the individual 
items handled by the store, but it is clear that this one figure was heavy. 
On the one hand, the markup might have been too low, and on the other 
hand, the buying policy might have been unsound and high prices might 
have been paid for merchandise. 

To the analyst who is familiar with profit and loss statements of 
retail men’s furnishing stores, this conclusion would have been clear at a 
glance. In many manufacturing and wholesaling enterprises selling 
a large number of concerns in any one line of business activity, there are 
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credit men who are intimately familiar with expense items in that particu¬ 
lar line. The credit manager of a candy manufacturer should have 
expense items of retail and wholesale candy dealers at his finger tips; 
a credit manager of a wholesale grocer should be familiar with the 
expenses of retail grocers; and the credit manager of a men’s clothing 
manufacturer should recognize normal expenses for retail men’s clothing 
stores. 

Standard Operating Ratios 

Standard or average percentage costs for different-sized sales groups for 
particular divisions of industry and commerce have been made available 
by trade associations and by universities interested in studying the 
operating records of particular lines of business activity.® Similar 
studies have been made by Dun & Bradstreet, Inc., for a great many 
lines of retail trade. 

Schedule 65 on pages 522-523 gives a summary of the typical percent¬ 
ages of operating costs for 54 lines of retail and service trades for the latest 
years that studies of respective lines have been made available from 1939 
through 1947. Of the 54 lines appearing in this table, surveys of operat¬ 
ing expenses of 11 were made in 1947, 1 in 1946, 1 in 1945, 1 in 1944, 2 in 
1943, and 38 in 1939. An increasing number of institutions and interested 
business organizations have peen making studies of this nature in recent 
years. The profit and loss statements of concerns which operated both 
profitably and unprofitably for the year were used to determine these 
typical percentages. In this summary the salaries of owners and officers 
and the salaries and wages of employees were grouped into one percentage, 
whereas in the detailed study these items were generally separated. Like¬ 
wise, under “all other expenses” have been grouped advertising, light and 
heat, taxes, bad debts, and other expenses, all of which were separate in 
most of the detailed studies. This schedule will, however, give an 
appreciation of the difference in typical costs of goods sold, tjrpical 
gross margins, and general overhead expenses for different divisions 
of the retail and service trades, and an appreciation of the effect which 
a slight variance in expense percentages may have upon the final net 
profits of an individual business enterprise. 

The percentage of gross profit from one year to another might increase 
only 1.22 per cent. Such a figure may be small in itself, but it may repre¬ 
sent quite a substantial amount for a concern doing a large volume of 
business. A gain in gross margin may be brought about by a higher 
markup, by more careful buying on the part of retailers and wholesalers, 
and by reduction in manufacturing expenses in case of manufacturing 
concerns. 

* See footnote 10, p. 500. 
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[Schedule 86] Typical Operating Expenses fob 54 Lines of Retail Trade 
(Percentage of Net Sales) 

Based on the Most Recent Surveys of Respective Lines from 1939 to 1947 
Individual lines of business, without credit in footnotes, based on studies by Dun & 

Bradstreet, Inc. 


Line of Business 

Year 

of 

Survey 

Cost 

of 

Goods 

Sold 

Gross 

Mar¬ 

gin 

Total 

Salaries 

and 

Wages 

Rent 

Adver¬ 

tising 

All Other 
Ex¬ 
penses 

Profit 
or Loss 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Alcoholic Beverages 









Package Liquor Stores. 

1939 

73.2 

26.8 

16.2 

3.3 

0.6 

6.2 

2.6 

Drinking Places, Taverns, and 









Bars. 

1939 

64.1 

36.9 

19.8 

6.9 


5.8 

4.0 

Automotive 






HIH 



Automobile Sales®. 

1945 

66.9 

33.1 

13.7 

2.6 


6.7 

9.3 

Accessory and Part Stores. 

1939 

66.7 

34.3 

17.9 

3.7 


6.4 

6.2 

Filling Stations. 

1939 

75.7 

24.3 

14.6 

4.3 

Kin 

3.0 

2.0 

Garages with Repairing. 

1939 

61.1 

48.9 

30.8 

6.8 

K!mW 

8.4 

2.1 

Independent Tire Dealers**. 

1947 

68.7 

31.3 

16.2 

1.1 

BkK 

10.0 

2.6 

Beauty and Barber Supply Dealers. . 

1947 

63.6 

36.6 

19.9 

2.1 

0.7 

10.6 

3.3 

Book Stores. 

1939 

64.6 

35.4 

19.9 

6.2 

1.0 

7.7 

0.6 

Building Materials. 

1939 

73.1 

26.9 

16.7 

2.4 

0.6 

6.4 

2.9 

Candy Stores. 

1939 

66.9 

34.1 

18.6 

6.6 

0.6 

3.6 

4.8 

Cigar Stores and Stands. 

1939 

76.1 

23.9 

14.0 

6.6 

0.3 

1.7 

2.3 

Clothing 









Custom Tailors. 

1939 

36.8 

63.2 

44.1 

8.0 

1.6 

8.2 

1.3 

Family Clothing. 

1939 

69.4 

30.6 

16.3 

4.7 

1.3 

6.0 

3.3 

Fur Shops. 

1939 

49.8 

60.2 

24.9 

6.9 

2.6 

10.3 

6.6 

Lingerie, Hosiery, and Millinery 









Stores. 

1939 

64.2 

35.8 

19.4 

8.0 

1.0 

4.1 

3.3 

Men’s Clothing®. 

1946 

64.3 

36.7 

16.0 

3.6 

2.3 

7.0 

7.9 

Men’s Furnishings. 

1944 

66.7 

33.3 

14.6 

4.9 

0.6 

4.1 

9.1 

Shoe Stores. 

1939 

67.1 

32.9 

17.7 

6.0 

2.0 

6.0 

2.2 

Women’s Ready-to-wear Shop_ 

1939 

69.6 

30.6 

16.2 

6.3 

1.2 

6.0 

1.8 

Coal and Other Fuel Dealers. 

1939 

69.9 

30.1 

17.0 

2.2 

0.6 

7.6 

2.8 

Commercial Refrigerator Dealers.... 

1947 

74.6 

25.4 

10.9 

1.6 


6.8 

6.1 

Country General Stores. 

1939 

82.1 

17.9 

10.4 

2.2 


2.3 

2.6 

Department and Specialty Stores'*. . 

1947 

63.8 

36.2 

6.6 

6.3 

4.0 

13.4 

7.0 

Drugstores®. 

1947 

67.7 

32.3 

16.4 

2.7 


6.6 

7.0 

Dry Goods. 

1939 

71.9 

28.1 

14.9 

3.9 

1.1 

6.2 

3.0 

Farm Equipment Retailers/. 

1947 

78.1 

21.9 

8.2 

2.1 

0.7 

1.6 

9.3 

Floor Coverings. 

1939 

63.0 

37.0 

22.6 

4.4 

1.0 

6.7 

2.3 

Florists and Nurseries. 

1939 

41.6 

1 68.4 

32.3 

6.0 

1.4 

13.6 

6.1 

Food Stores 









Bakery Shops. 

1939 

46.0 

54.0 

31.9 

6.1 

0.7 


6.0 

Dairy and Poultry Products. 

1939 

60.8 

39.2 

20.7 

3.4 

0.9 


3.7 

Grocery Stores. 

1943 

82.8 

17.2 

9.3 

2.2 

.., 


4.2 

Grocery and Meat. 

1939 

80.8 

19.2 

11.3 

2.3 

0.6 


1.9 

Grocery Stores with Filling Sta¬ 









tions. 

1939 

83.2 

16.8 

10.6 

2.8 

0.3 


1.1 

Meat Markets. 

1939 

76.5 

23.6 

14.0 

3.0 

0.4 


1.8 

Furniture Stores 









Furniture and Undertaking. 

1939 

57.9 

42.1 

20.6 

4.7 

1.6 

10.7 

4.6 

Furniture and Hardware. 

1939 

70.1 

29.9 

16.7 

3.5 

0.9 

6.8 

3.0 

General Merchandise. 

1939 

71.9 

28.1 

1 14.9 

3.9 

1.1 

6.2 

3.0 

Hardwares. 

1947 

72.6 

27.6 

12.6 
i_ 

1.6 

0.7 

2.8 

9.8 
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Typical Operating Expenses for 54 Lines op Retail Trade.— {Cordinued) 

[Schedule 66.— {Cord,)] 


Line of Business 

Year 

of 

Survey 

Cost 

of 

Goods 

Sold 

Gross 

Mar¬ 

gin 

Total 

Salariei^ 

and 

Wages 

Rent 

Adver¬ 

tising 

All Other 
Ex¬ 
penses 

Profit 
or Loss 


Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Per 

Cent 

Hardware and Farm Implements. . . 

1939 

79.6 

20.4 

12.7 

2.3 

0.6 

5.0 

(L)0.2 

Household Appliances*. 

1947 

67.0 

33.0 

16.0 

3.0 

2.1 

6.1 

6.8 

House Furnishings. 

1939 

60.6 

39.4 

23.8 

6.2 

1.0 

7.2 

2.2 

Jewelry Stores*. 

1947 

61.8 

38.2 

16.0 

3.0 

2.8 

7.6 

8.9 

Limited Price Variety Stores 

Chains^'. 

1947 

63.6 

36.4 

16.3 

6.4 

0.3 

3.7 

10.7 

Independents*. 

1947 

67.6 

32.6 

16.7 

3.0 

0.7 

4.4 

8.7 

Lumber and Building Materials. 

1939 

73.1 

26.9 

14.7 

2.4 

0.6 

6.4 

2.9 

Musical Instruments. 

1939 

60.3 

39.7 

22.6 

4.7 

2.2 

8.1 

2.1 

Office Equipment and Supplies. 

1939 

69.6 

40.4 

23.7 

4.0 

1.2 

8.5 

3.0 

Paint, Wall Paper, and Glass. 

1939 

66.1 

34.9 

20.0 

4.2 

1.3 

7.2 

2.2 

Radio. 

1939 

66.6 

44.6 

29.8 

6.1 

2.4 

4.8 

2.4 

Restaurants and Other Eating Places 

1939 

66.7 

43.3 

24.6 

6.8 

0.6 

7.2 

4.1 

Souvenir and Novelty Stores. 

1939 

67.7 

42.3 

21.5 

9.7 

0.9 

3.9 

6.3 

Sporting Goods Stores*. 

1943 

66.3 

34.7 

13.3 

3.8 

1.2 

6.1 

10.3 

Stationery Stores. 

1939 

67.0 

33.0 

18.0 

5.7 

0.9 

6.4 

3.0 


® Survey of Retail Dealers of Farm Equipment, Automotive Passenger Cars, Automotive Trucks, and 
New Machine Tools—Summary of Operating Data for Various Periods, 1936—194li. Office of Temporary 
Controls, OPA Economic Series No. 19, U.S. Government PrintinR Office, 1948 (749976). 

^ What It Cost Independent Tire Dealers to Do Business in 1947, published by The National Asso¬ 
ciation of Independent Tire Dealers, Inc., 1948. 

« Third Annual Survey, “Men’s Wear,” October, 1947, published by Fairchild Publications, Inc. 

Departmental Merchandising and Operating Results of Department Stores and Specialty Stores, New 
York, 1948, published by Controllers Congress of National Retail Dry Goods Association. 

•Lilly Digest, 16th Annual Edition, published by Eli Lilly and Company, 1948. 

r National Retail Farm Equipment Association —1947 Survey. 

0 Hardware Survey of 1947 Operations, “Hardware Retailer,” June, 1948, published by National 
Retail Hardware Association. 

* 1947 Appliance—Radio Dealer Costs-of-doing Business, “Electrical Retailers News,” July 26, 1948, 
published by National Electric and Retailers Association. 

* Retail Jewdry Stores Operating Costs and Methods Study—1947 Operating Results, published by 
American National Retail Jewelry Association, November, 1948. 

i Expenses and Profits of Limited Price Variety Stores in 1947—Chains and Independents, by Milton P. 
Brown with permission of Division of Research, Harvard University School of Business Administration, 
Boston, Mass. 

* How to Start a Sporting Goods Store, by J. G. Taylor Spink and Hugo Autz, published in “The 
Sporting Goods Dealer,” St. Louis, Mo., reissued by U.S. Department of Commerce, 1944. 


COMPARATIVE ANALYSIS 

Profit and loss statements, like balance sheets, are of the greatest 
value when obtained over successive periods of time and so present 
comparative data at periodic intervals. Many corporations that publish 
annual reports to stockholders have in recent years presented their 
current profit and loss statement in comparison with that of the preceding 
year. The comparative analysis of balance sheets consists of comparing 
the fluctuations in the amounts represented by individual items in 
















524 


PROFIT AND LOSS STATEMENTS 


Huccessive financial statements. Similarly, successive profit and loss state¬ 
ments are set up in parallel vertical columns and explanations of impor¬ 
tant changes in individual items are carefully obtained. The changes 
may be set down in other columns in absolute numbers, as horizontal 
percentages of the corresponding items in selected base years, or, as 
more generally used, as vertical percentages of the particular yearns net 
sales. 

It is not unusual for changes in accounting procedure to result in 
material differences in individual items from one year to another. If 
the figures are audited, it is the duty of the auditor to state in his report 
where different accounting practices have been used, together with the 
effect of the change on the current profit and loss statement. The 
Securities and Exchange Commission has prescribed, ‘^If any significant 
change in accounting principle or practice, or any significant retroactive 
adjustment of the accounting of prior years, has been made at the begin¬ 
ning of or during any period covered by the profit and loss statements filed, 
a statement thereof shall be given in a note to the appropriate statement, 
and, if the change or adjustment substantially affects proper comparison 
H^ith the preceding fiscal period, the necessary explanation.^^® 

9epartment Store 

The State Department Store, Inc., is located in an important city in one 
Df the South Atlantic states. Operations are conducted on a tangible 
net worth slightly in excess of $700,000. For a period of 3 years ending 
year D operations were conducted with indifferent success, losses being 
assumed each year on steadily shrinking net sales. In year C, control 
of the store was sold to the owners of a chain of moderate-sized depart¬ 
ment stores, and operations were radically revamped. Several depart¬ 
ments were eliminated, others added, a generally lower priced line of 
merchandise was substituted, and more emphasis was placed on daily 
modern advertisements in local newspapers. 

Notwithstanding these changes in merchandising policies, a con¬ 
siderable loss was assumed in year C and the volume of gross sales con¬ 
tinued downward. The change took hold in year B. The gross sales 
increased slightly to $1,439,675 and the net loss for the year was reduced 
to the rather nominal amount of $6,609. In year A, a remarkable change 
took place. Gross sales increased to $1,680,006 and the final results 
from operations were the very substantial net profits of $110,350. Let 
us see how these changes took place. 

The profit and loss statements for year B and for year A are set up in 
comparative form in dollars in Schedule 66. Following each of these 
dollar columns appear the respective amounts of each item converted 

• Regulation S-X, Rule 3-07, p. 6, Apr. 1, 1947. 
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into a percentage of the net sales as explained under the procedure for 
internal analysis. An understanding of the significance of internal analy¬ 
sis is just as essential for a comparative analysis of profit and loss state¬ 
ments as for balance sheets. The last two columns in Schedule 66 give 
the changes in dollars and in percentages of respective items between year 
B and year A. 

Internal Analysis for Year B ,—^An internal analysis of the figures 
covering operations for year B would have pointed out to the skilled 


State Department Store, Inc. [Schedule 66] 

Comparative Profit and Loss Statements for Years Ended January 31, 19— 



(B) 

Two Years Ago 

(A) 

One Year Ago 


Change 


Amount 

Per 

Cent 

Amount 

Per 

Cent 

Amount 

Per 

Cent 

Gross Sales. 

Returns and Allow- 

$1,439,675 

108.74 $1,680,006 

106.73 

+$240,331 

-2.01 

ances. 

115,989 

8.74 

105,935 

6.73 

- 

10,054 

-2.01 

Net Sales. 

1,323,686 

859,047 

100.00 

1,574,071 

100.00 

+ 

250,385 


Cost of Sales. 

64.90 

1,007,872 

64.03 

+ 

148,825 

-0.87 

Gross Profit. 

464,639 

35.10 

566,199 

35.97 

+ 

101,560 

+0.87 

Operating Expenses 

543,447 

41.05 

533,369 

33.88 

— 

10,078 

-7.17 

Operating Profit. 

Income Credits: 

{JL)78,808 

(L)S,9S 

32,830 

2.09 

+ 

111,638 

+8.04 

Discount Earned.,. 
Income from Leased 

39,331 

2.97 

32,669 

2.08 

— 

6,662 

-0.89 

Departments.. .. 

31,963 

2.42 

46,669 

2.96 

+ 

14,706 

+0.54 

Other Income. 

Profit after Income 

10,010 

0.75 

5,891 

0.37 

— 

4,119 

-0.38 

Credits. 

2,496 

0.19 

118,059 

7.50 

+ 

115,563 

+7.31 

Other Charges. 

9,105 

0.69 

7,709 

0.49 

— 

1,396 

-0.20 

Net Profit*. 

{L)6,609 

(L)0.50 

110,350 

7.01 

+ 

116,959 

+7.51 


* Noth: No Federal income taxes in year B because of the loss and none in year A because of the 
carry-over of losses for previous years. 


analyst that two items were abnormally heavy, the returns and allow¬ 
ances of $115,989, representing 8.74 per cent of net sales, and operating 
expenses of $543,447, representing 41.05 per cent of net sales. Excessive 
returns and allowances are a vulnerable spot in any line jof business 
activity. They indicate wide dissatisfaction on the part of customers; 
that dissatisfaction is registered in terms of excessive handling costs, 
often in the sale of part of the returns as spoiled, handled, or poor mer¬ 
chandise. 

The deduction of returns and allowances of $115,989 from the gross 
sales of $1,439,675 left net sales of $1,323,686, or 100 per cent. From 
the net sales there was deducted cost of sales of $859,047. Cost of 
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sales representing 64.90 per cent of net sales was in satisfactory propor¬ 
tion, leaving gross profit of $464,639, or 35.10 per cent of net sales. Now 
came practically all other expenses—occupancy, advertising and pub¬ 
licity, salaries, delivery expenses—lumped into one sum of $543,477, or 
41.05 per cent of net sales. If gross profit of 35.10 per cent was a normal 
or fairly normal percentage, then operating expenses of 41.05 were 
obviously wide of the mark. They were. Operating expenses for a 
department store of this size should range between 34 and 36 per cent. 
Because of these excessive expenses, operating profit became a red figure; 
even after substantial credits for discounts earned of $39,331, income 
from leased departments of $31,963, and other income of $10,010, a net 
loss of $6,609 was assumed on all operations for the year. 

These figures were analyzed in this very manner by the new manage¬ 
ment of the store. An objective was now set of increased sales in year A 
which would give a wider base for all expense items; at the same time, 
it was decided that operating expenses would have to be reduced. Pur¬ 
chases were to be more carefully supervised to obtain better merchandise 
and so reduce the volume of returns and allowances and expenses in 
handling. By a comparison of the items in dollars and percentage, now 
let us see what progress was made toward these objectives in year A, 

Comparative Analysis for Year B and Year A. Gross sales for year A 
totaled $1,680,006, an increase of 16.7 per cent over the gross sales for 
year B, For a management to set an objective of increased sales and 
then to go out and meet that objective is no simple task. Almost every 
concern in business is after increased sales on a higher margin of profit. 
To make and to meet such an objective is a real feat involving a high 
degree of initiative, ingenuity, aggressiveness, and skilled management. 
On the increased gross sales, the returns and allowances dropped from 
8.74 per cent of net sales in year B to 6.73 per cent in year A. Here was 
progress. 

As a result of greater gross sales and smaller returns and allowances, 
the net sales amounted to $1,574,071 in year A , compared with $1,323,686 
in year B. Cost of sales was 64.03 per cent of net sales, and gross profits 
35.97 per cent, both percentages reflecting only nominal changes as com¬ 
pared with year B. 

When, we come to operating expenses, the results were spectacular. 
The plan of cutting expenses on an increasing volume of business had 
been handled by the management in an exceptionally efficient manner. 
Operating expenses were reduced from $543,447 in year B to $533,369 in 
year A, and on the increased net sales the percentage of operating expenses 
to net sales dropped from 41.05 to 33.88 per cent. Progress of this type 
is rarely encountered within the period of 1 year. At 33.88 per cent, 
operating expenses were low. 
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The immediate effect was a change from an operating loss of $78,808 
in year B to an operating profit of $32,830 in year A. To this operating 
profit were added discounts earned of $32,669, income from leased depart¬ 
ments of $46,669, and other income of $5,891. Prom this total of $118,- 
059 were deducted other charges of $7,709, leaving a final net profit 
of $110,350, or the most satisfactory return of 7.01 per cent on the net 
sales in year A, compared with the net loss of $6,609, or 0.50 per cent, 
on net sales in year B. 

Here in six columns, two in dollar figures for successive years, two in 
percentage figures for successive years, and two columns representing the 
changes in dollars and in percentages, is the information arranged for a 
comparative analysis. The process involves the technique of arranging 
the figures in a profit and loss statement in the same sequence for the 
successive periods, and then having the dollar and percentage amounts of 
the same item in the same horizontal line. The process also involves the 
knowledge of internal analysis, so that the analyst will realize which 
items are excessive or out of balance for sound operations. 

These computations in the last two columns in Schedule 66 are often 
helpful for ready reference, as they show the changes at a glance. The 
gross sales, for example, show an increase of $240,331 in year A over year 
By but at the same time show a decrease of 2.01 per cent on the basis of 
net sales. Each item in the profit and loss account is treated similarly, 
down to the net profit which shows a change in the form of an increase of 
$116,959, or 7.51 per cent, on the net sales. 

Percentage of New Sales 

Taken by itself, a profit and loss statement in which each item has been 
computed as a percentage of net sales for internal analysis does not 
always convey very enlightening information unless the analyst is skilled 
in the line of business under scrutiny. When this method is pursued 
month after month, or year after year, the variations in the percentages, 
however, act as indications of a changing financial condition even to 
the analyst with limited experience and knowledge. The longer the 
period of time which is covered by these comparative dollar and per¬ 
centage figures, the more enlightening does comparative analysis become. 

ADJUSTMENT OF PROFIT AND LOSS STATEMENT 

The two cases that have just been discussed, the retail men’s furnishing 
shop and the department store, have both been distributors of merchan¬ 
dise. Our third case is a manufacturing corporation. Before an analysis 
may be made, the profit and loss statement must be adjusted as a result of 
direct charges to the surplus account. 

This particular corporation is engaged in publishing and distributing 
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three magazines of its own, and also in printing six magazines as a jobber 
of printing for others. The business has been operated successfully for a 
long period of years, although profits have fluctuated widely from $320,- 
000 eight years ago to $23,000 three years ago. The headquarters and 
the printing plant are located in New Jersey, less than 30 miles from 
New York City. At the end of the year A, operations were being con¬ 
ducted on a tangible net worth of $2,501,038. The balance sheet 
reflected only a fair financial condition, the outstanding unfavorable 


[Schedule 67] Magazine Publishing Co., Inc. 

Adjusted Profit and Loss Statement for Year Ended December 31, 19— 

Year A 

Gross Sales. 

Returns and Allowances 


Net Sales. 

Cost of Sales. 

Gross Profit. 

Administrative and General Expense. 

Selling Expense. 

Provision for Doubtful Accounts. 

Operating Profit. 

Discounts Earned. 

Total. 

Interest Paid. 

Net Profit before Extraordinary Charges.... 


I , Uf Wl 

191,940 \ 

8,600,730 I 
5,085,9341 
3,514,796/ 

^’joo’lioVPart I— From Profit and 
’ 44 ^g 7 Q/Loss Statement 

292^3981 
17,636 1 
310,034 I 
35,197 1 
274,837/ 


Extraordinary Charges: 

Loss on Foreign Exchange. 

Additional Federal Taxes for Prior Years. 
Write-off on Foreign Subsidiaries. 

Federal Income and Excess-profits Tax. 

Final Net Profit. 


$ 


19,315 

21,138 

84,530 

48,938 


Part II—From Surplus 
Account 

Part III—From Profit 
and Loss Statement 


inn —Adjusted Net 

1^,^1^/Profit 


feature being the fact that the real estate, machinery, and equipment, 
after depreciation, represented 98.6 per cent of the tangible net worth. 
Net working capital amounted to $1,362,162 and was created almost 
entirely by a funded debt of $678,000 and unearned subscription revenue 
of $622,662. 

The figures in the profit and loss statement have been rearranged 
in Part I of Schedule 67. In the lower part of this schedule Federal 
income and excess-profits taxes are carried at $48,938. The net profit 
shown in the reported profit and loss statement was the last figure in 
Part I, which we have termed Net Profit before Extraordinary Charges of 
$274,837. Deducting these taxes gives a figure of $225,899. 

In the report to stockholders and creditors, this sum was then credited 
to the surplus account, which at the beginning of the year amounted to 
$2,100,125, to give a total surplus of $2,326,024. At this point the sur- 
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plus account contained three charges^ (1) loss on foreign exchange of 
$19,316, (2) additional Federal taxes for prior years of $21,138, and (3) 
write-off on foreign subsidiaries of $84,530. The deduction of these 
three items from the surplus account left a final figure of $2,210,041. As 
no dividends were paid during the year, this final figure of $2,201,041 
appeared as the surplus in the balance sheet at the end of year A. 

According to this accounting practice, as explained early in this 
chapter, charging these three items of expense, totaling $124,983, to the 
surplus account prevented their appearing in the profit and loss account 
in the determination of net profits. The item of loss on foreign exchange 
of $19,315 was assumed during the year and without question was an 
expense for the year. The item of additional Federal taxes for prior 
years of $21,138 should have been charged in prior years. Errors in 
computing or in the determination of taxes for these particular years 
were made, and earnings in certain prior years were inflated to the extent 
of this sum. To some degree the errors for these prior years are offset 
by accepting the charge in year A. The final charge of $84,530 to write 
down investments in foreign subsidiaries is a loss chargeable to the lack 
of foresight of the management or to their lack of skill in the operations 
of these subsidiaries. Here was a definite loss. The loss might have 
been accumulating over a period of years and only now was being charged 
off; or it might be one that was entirely applicable to year A as a result 
of sudden internal changes in the political condition of the particular 
foreign countries in that year. In the author’s opinion, the charge, as a 
loss, should go through the profit and loss statement and not, as handled 
by the accountants, by-pass the profit and loss statement and appear 
directly in the surplus account. 

These three charges appear in Part II of Schedule 67 and decrease the 
net profit, before Federal income and excess-profits tax for year A, from 
$274,837 to $149,854. These are the adjustments which, according 
to our theory, must often be made to profit and loss statements in the 
determination of real over-all net profits or losses. The Federal income 
and excess-profits tax—Part III of Schedule 67—is the same as appears 
in the original profit and loss statement. The final net profit, amounting 
to $100,916 in Part IV, differs from the reported net profit by the amount 
of these three specific charges. 

By setting up profit and loss statements in this manner, the analyst 
is never under any illusions regarding final net profits. In fact, four 
so-called ‘^profit figures” are obtained, all of which are essential for inter¬ 
nal and comparative analysis, namely, gross profit, operating profit, net 
profit before extraordinary credits and charges, and a final net profit. 
The first three of these profit figures are always based upon the results of 
operations for the particular year and so are strictly comparable for 
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internal analysis from year to year. The final net profit figure takes into 
consideration the over-all results of the management by including all 
extraordinary or so-called ‘^nonrecurrent'^ credits and charges for the 
business enterprise. 

THEORY AND PROBLEMS 

1 . Explain the effect of an understatement of inventory upon the financial state¬ 
ments of a commercial or industrial business enterprise, for the current and for subse¬ 
quent fiscal years. 

2 . What effect does a write-down on the value of fixed assets have upon the net profits 
of future years? 

3 . What information is necessary for the development of a sound depreciation policy 
by a going industrial business concern? 

4 . The treasurer of a corporation submitted an unaudited balance sheet and supple¬ 
mentary profit and loss statement to a bank as a basis for a loan. The profit and loss 
statement disclosed a final net profit of $148,000 for the year. The bank sent one of 
its accountants to the office of the corporation to verify the figures. The accountant 
uncovered the following transactions that had not been taken into consideration in 
preparing the profit and loss statement which had disclosed the net profits for the 
year. Explain how eacdi of these items should have been treated and what figure the 
final net profit should have been. 

a. Of the net profit reported for the year, $30,000 represented profit on the sale of 
real estate not being used in the business. 
h. Depreciation for the year, estimated at $32,000 by the accountant, had not 
been taken into consideration. 

c. Dividends of $20,000 were paid on the common stock 3 days after the date of the 
financial statements. 

d. A write-down on inventory values amounting to $18,000 had beem charged 
directly to the surplus account. 

e. Fixed assets had been written up $112,000, and that amount had been included 
in the earned surplus. 
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6. Give a convincing reason why dividends received on treasury stock should not be 
shown as income. 

6 . The following schedule gives the comparative profit and loss accounts of a manu¬ 
facturer of electrical parts and supplies. If the items in this schedule need to be 
rearranged, change them so that you can obtain the maximum amount of information. 
Then determine the percentage between each item and the net sales for that year and 
make a thorough analysis of the figures. 

Comparative Profit and Loss Statements 



Year C 

Year B 

Year A 

Gross Sales. 

$2,778,149 

$3,599,017 

$2,694,566 

Returns and Allowances. 

92,704 

101,622 

99,723 

Net Sales. 

$2,685,445 

$3,497,395 

$2,594,843 

Materials, Labor, and Factory 




Expenses. 

$1,761,643 

$2,254,695 

$1,989,981 

Maintenance and Repairs. 

82,428 

121,359 

70,419 

Depreciation. 

114,225 

112,870 

110,391 

Cost of Goods. 

$1,958,296 

$2,488,924 

$2,170,791 

Gross Profit. 

$ 727,149 

$1,008,471 

$ 424,052 

Administrative and General Expenses 

249,945 

289,321 

263,082 

Selling Expenses. 

102,401 

120,222 

104,106 

7,652 

Provision for Doubtful Accounts. 

9,868 

7,774 

Operating Profit. 

Other Income Credits: 

$ 364,935 

$ 591,154 

$ 49,212 

Dividends. 

$ 122,158 

$ 126,630 

$ 61,121 

Interest on Investments. 

19,205 

23,915 

17,425 

Royalties. 

11,424 

9,021 

6,287 

Gross Income. 

$ 517,722 

$ 750,720 

$ 134,045 

Interest Paid. 

2,451 

2,653 

3,152 

Net Profit before Federal Income Tax.. 

$ 615,271 

$ 748,067 

$ 130,893 

Federal Income Tax. 

72,800 

106,900 

53,600 

Net Profit. 

$ 442,471 

$ 641,167 

$ 77,293 
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7. The followmg comparative profit and loss statements appeared in the last 
annual report to stockholders of the Biscuit Baking Company, Inc. Rearrange the 
figures, if necessary, in the order that will show the most complete information, com¬ 
pute the percentage that each item bears to net sales as 100 per cent, and then proceed 
to analyze the figures. 


Biscuit Baking Company, Inc. 


Comparative Profit and Loss Statements 



Net Sales. 

Year B 
$8,494,919 

Year A 
$7,143,647 

Cost of Goods Sold. 

6,556,366 

5,539,960 

Gross Profit on Sales. 

$1,938,553 

$1,603,687 

Selling, Delivery, General, and Administrative Expenses 
Exclusive of Depreciation. 

735,880 


696,172 

Net Profit on Sales before Depreciation. 

$1,202,673 

$ 

907,515 

Other Income 

Reduction of depreciation for prior years to conform to 
revised income-tax basis. 

$ 96,813 



Sundry. 

10,881 

$ 

9,141 

Total. 

$ 107,694 

$ 

9,141 

Gross Income before Depreciation. 

$1,310,367 

$ 

916,656 

Income Charges 

Cash discount on sales, interest on loans, etc. 

$ 89,760 

$ 

73,412 

Loss on abandonment of fixed assets. 

— 


11,002 

Premium and expenses paid upon redemption of bonds. 

8,450 


— 

Price adjustment upon renegotiation of contracts with 
United States governmental agencies (less $11,515.66 
income tax applicable thereto). 

2,485 



Additional Federal income taxes for prior years and 
interest thereon. 

71,162 


_ 

Total. 

$ 171,857 

$" 

84,414 

Net Income before Depreciation, Interest on First Mort¬ 
gage Bonds, and P^ederal Taxes on Income. 

$1,138,510 

$ 

832,242 

Provision for 1 depreciation. 

70,468 


96,255 

Net Income before Interest on First Mortgage Bonds and 
Federal Taxes on Income. 

$1,068,042 


735,987 

Interest on First Mortgage Bonds or Notes 

Interest. 

$ 6,401 

$ 

23,243 

Amortization of debt discount and expense, including 
unamortized balance at date of redemption. 

15,296 


5,253 

Total. 

$ 21,697 

$" 

28,496 

Net Income before Federal Taxes on Income. 

$1.046,345 

$_ 

707,491 

Provision for Federal Taxes on Income—estimated 
Normal tax, surtax, and declared value excess-profits 
tax. 

$ 111,704 

$ 

270,900 

Excess-profits tax, less postwar and debt retirement 
credit: year B, $66,498; year A, $3,800. 

598,482 


34,400 

Total. 

$ 710,186 

$" 

305,300 

Net Income for the Year before Provision for Reserve.. 

$ 336,159 

$ 

402,191 

Provision for Possible Future Decline in Inventory Values 

40,000 


60,000 

Balance of Net Income Transferred to Surplus. 

$ 296,159 

$“ 

342,191 




























CHAPTER XX 
BREAK-EVEN POINT 


With annual net sales in the neighborhood of $750,000, a certain 
manufacturer of manila and sisal rope would realize sufficient gross 
profit to cover all variable operating expenses such as the cost of raw 
material, labor, and selling expenses, and all fixed expenses such as 
administrative salaries, depreciation, real estate taxes, and insurance. 
Net sales in excess of approximately $750,000 would give increasing 
operating profits, as no part of the operating profit earned on sales above 
this point would be needed, in theory, to cover the fixed expenses. 

The existence of a break-even point in every commercial and indus¬ 
trial business enterprise is not a matter of theory; it is a very practical 
factor in the analysis of operations not only by the active management 
but by others who may be outside the business. This information may 
be visualized most easily by making a chart showing the relationship 
between net sales and operating profits before Federal income and 
excess-profits taxes. 

Such a chart is of considerable value in analyzing past experiences 
and in projecting facts to disclose the effect on immediately future 
operations. More specifically, it may be used to compare net sales, 
expenses, and operating profits with a budget, to determine the probable 
unit cost at varying levels of production, to determine the effect of a 
reorganization or a change in operating policy, to compare the probable 
operating profits of different enterprises at various levels of operations, 
to determine the amount of increase in net sales required to justify a 
given plant expansion, or to balance a given reduction in selling price, 
and to determine the effect upon operating profits of a change in wages 
or in materials cost.^ 

A graph of this nature is generally known as a break-even chart. 
It is also known as a profit realization chart, or a profitgraph. The 
real value of such a chart ^Uies in its capacity to visualize the relation¬ 
ship between fixed- expense, variable expense, and income. However' 
arranged and plotted it shows the point or zone where income balances 
outgo. This is the point where losses cease and beyond which profits 
are realized. It becomes the mechanical means of measuring the effect 

1 Knoeppel, C. E., and Edgar G. Seybold, Managing for Profit^ pp. 29-36 
(McGraw-Hill Book Company, Inc., New York, 1937); Sinclair, Prior, Budgeting 
pp. 382-394 (The Ronald Press Company, New York, 1934). 

^Bvdgetingj p. 370. 
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of varying levels of sales secured at varying levels of selling and manu¬ 
facturing costs. Such a chart may be plotted in several different forms, 
depending upon what information is desired; some are quite simple, 
consisting of a line or two, and others are quite complex with many 
lines and legends. Six examples will be described. 

EXAMPLES OF BREAK-EVEN CHARTS 

In every business enterprise there are certain fixed expenses, namely, 
administrative expenses, depreciation on fixed assets, insurance, real 
estate taxes when property is owned, rent when property is leased, 
interest on outstanding funded debt, if any, and local taxes. These 
items are termed fixed expenses because they remain unchanged, or 
relatively unchanged, whether a business enterprise is operating at 25 


Men's Knitted Underwear Corporation [Schedule 68] 

Comparative Quarterly Profit and IjOss Statements 



1st 

Quarter 

2d 

Quarter 

3d 

Quarter 

4th 

Quarter 

Gross Sales. 

$ 376,029 

$696,004 $563,198 

$675,313 

Leas: Returns and Allowances. 


11,246 

14,575 

6,320 

8,481 

Net Sales. 

$ 364,783 

$681,429 

$556,878 

$666,832 

Less: Cost of Sales 






Raw Material. 

$ 167,951 

$312,724 

.$252,798 

$303,049 

Labor. 


84,536 

164,699 

136,212 

173,710 

Variable Manufacturinp; Expenses .... 


40,128 

70,572 

.57,588 

69,146 

Depreciation. 


10,800 

10,963 

10,764 

10,884 

Real Estate Taxes. 


2,286 

2,002 

2,186 

2,104 

Insurance. 


2,404 

2,388 

2,210 

2,296 

Gross Profit. 

S 

56,678 

$118,081 

$ 95,120 

$105,643 

Less: 






Administrative Expenses. 

$ 

29,748 

$ 30,883 

$ 32,520 

$ 31,727 

Selling Expenses. 


23,261 

41,769 

32,764 

33,005 

Doubtful Accounts. 


1,980 

2,746 

2,170 

1,874 

Operating Profit. 

’$ 

1,689 

$ 42,683 

$ 27,666 

$ 39,037 

Less: Discount Given. 


5,622 

9,943 

6,977 

7,056 

Net Profit or Loss before Extraordinary 






Charges. 

$(L)S,.9SS 

$ 32,740 

$ 20,689 

$ 31,981 

Add: Other Income. 


8,517 

16,507 

12,725 

1,347 

Net Profit before Income and Kxeess-profits 






Tax. 

$ 

4,584 

$ 49,247 

$ 33,414 

$ 33,328 


or at 100 per cent of capacity. A certain volume of net sales must be 
obtained to produce the gross profit to cover these expenses before an 
operating profit is reached. Net sales below this point will result in 
operating losses, and above this point in increased operating profits. 

Simple Break-even Chart 

The relationship between net sales and operating profit or loss is plotted 
in the simplest way in Form 21. This chart is based on the quarterly 
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figures of the Men^s Knitted Underwear Corporation, located in North 
Carolina. Charts of this nature may be made from a series of monthly 
figures just as readily as from a series of quarterly figures, as used in 
this example. Occasionally they are plotted fr6m a series of successive 
yearly figures, although changes in expense items such as salaries, wages, 
and selling prices may make it difficult to obtain yearly profit and loss 
statements that are fairly comparable. In a study of this nature it 
must be kept in mind that we are interested, not in net profit or loss 
after extraordinary and nonrecurring charges and after setting up 
proper reserves for income and excess-profits taxes, but solely in 
operating profit or loss as it reflects the result of the operation of the 
main activity of the business enterprise under consideration. 

The figures in Schedule 68 give the comparative quarterly operations 
of the Men’s Knitted Underwear Corporation for each quarter of the 
year. In the first step to construct Form 21, it is necessary to ascertain 
the fixed expenses. These expenses generally cannot be obtained from 
typical condensed profit and loss statements. They are there, but in 
many cases they are hidden or grouped with other items. There is no 
more uniformity among accountants in the classification of expense items 
than in the classification of balance sheet items. An item that is a semi¬ 
fixed expense may be considered as variable by one accountant or account¬ 
ing firm and as fixed by another.® For the Men’s Knitted Underwear 
Corporation the fixed expenses, consisting of the following four items for 
each quarter, are available from the respective quarterly profit and loss 
statements: 


Table of Fixed Expenses 



Ist 

Quarter 

2d 

Quarter 

3d 

Quarter 

4th 

Quarter 

Total 
for Year 

Administrative Expense. 

$29,748 

$30,883 

$32,520 

$31,727 

$124,878 

Depreciation. 

10,800 

10,963 

10,764 

10,884 

43,411 

Real Estate Taxes. 

2,286 

2,002 

2,186 

2,104 

8,578 

Fire, Tornado, and Liability Insur¬ 
ance . 

2,404 

2,388 

2,210 

2,296 

9,298 


$45,238 

$46,236 

$47,680 

$47,011 

$186,165 


Average Fixed Expenses per Quarter.$ 46,541 


^ In 1932, Walter Rautenstrauch wrote as follows: ‘^As a general rule it is not 
possible to take the published statements of a company and without any experience 
with its details of operation arrive at a satisfactory segregation into constant [fixed] and 
variable total costs [expenses]. Any attempt to base an analysis of the economic 
characteristics of a business on a published statement only, must necessarily result 
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The principal item of fixed expenses in the above table is adminis¬ 
trative expense, ranging from $29,748 in the first quarter to $32,520 in 
the third quarter, or total administrative expenses for the year of 
$124,878. Depreciation charges are the next largest, ranging from 
$10,764 to $10,963 for a yearly total of $43,411. Insurance covering 
fire, tornado, and liability aggregated $9,298 for the year, and real estate 
taxes amounted to $8,578. The total fixed charges for the year aggre¬ 
gated $186,165 and amounted to an average of $46,541 per quarter. 
Here are the charges that must be met every 3 months whether the 
plant is closed, operations are being conducted at 25 per cent capacity, 
or at 100 per cent. This point is plotted on the vertical axis at A, the 
place where a loss of this amount is taken when the plant is shut down 
and no sales whatsoever are being made. 

Successive points are then plotted at B, C, D, and E, representing 
the net sales and the operating profit for each respective quarter. If 
the profit and loss statements from which these figures are taken have 
been prepared in a uniform manner and there has been no appreciable 
external influence, these points will tend to be in a straight line. The 
line may be drawn by the simple but practical method of inspection 
or by the more scientific method of least squares.** The area where 

in very rough approximations, and these are sometimes worse than useless because 
they are misleading.^’—A study entitled ‘‘The Economic Characteristics of the Manu¬ 
facturing Industries'^ in Mechanical Engineering j Vol. 54, No. 11, p. 760, November, 
1932. Five years later G. Charter Harrison emphasized this same viewpoint,“ , . . 
To make any intelligible analysis of profit variations requires a fundamental change in 
the accounting set-up, namely the analysis of all costs and expenses as between fixed 
and variable. . . . While it is true that the revamping of accounting procedure so 
that costs and expenses are divided as between fixed and variable introduces technical 
problems which will doubtless give accountants many headaches when this change is 
demanded Jby executives, generally I have no hesitation in predicting that that time 
must soon come.’’— Swamped in a Sea of Figures^ pp. 11, 19 (G. (charter Harrison 
Madison, Wis., 1937). See also the pamphlet. The Profit Patternj Road Map of the 
Manufacturer^ by G. Charter Harrison (Madison, Wis., 1947). 

* The method of least squares is the mathematical process of taking a series of 
points whose trends can best be represented on a chart by a smooth line and fitting the 
line to these points. In our case the line is a straight line and not a curve. Frederick 
C. Mills, in Statistical Methods, rev. ed., pp. 246-250 (Henry Holt and Company, Inc., 
New York, 1940), technically explains this statistical process as follows: “ . . . The 
task of fitting is merely the determination of the constants in an equation of the form 
y ^ a + hx. The values of a and h which will give a line following most closely the 
trend of the data are to be obtained. A simple illustration may serve to demonstrate 
the various methods which may be employed. Nine points (1, 3; 2, 4; 3, 6; 4, 5; 
5, 10; 6, 9; 7, 10; 8, 12; 9, 11) are plotted. Our problem is the fitting of a straight line 
to these points. [When plotted on a chart, these points will be somewhat scattered 
but will have a straight-line tendency.] By inspection approximate values of a and h 
may be determined. A thread may be stretched through the points in such a direc¬ 
tion that it seems to follow the trend bs closely as possible. The slope of the line thus 
laid out may be measured, the y — intercept determined, and the desired equation 
thus approximated. Obviously this is a loose and uncertain method, and the results 
obtained by different individuals may be expected to vary rather widely. . . . The 
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this line crosses the heavy horizontal line representing the division 
between an operating profit and an operating loss will include the break¬ 
even point. In this case the sales volume at the break-even point is in 
the neighborhood of $355,000. 

The break-even point may also be arrived at by a simple mathemati¬ 
cal computation. The first step in this computation is to estimate the 
dollar amount of net sales, fixed expenses, and variable expenses to be 
expected in an accounting period. Then, by dividing the dollar amount 
of fixed expenses by the difference between 100 per cent and the per¬ 
centage of variable expenses to net sales, the break-even point will be 
obtained. 

If the plotted points are not in a fairly straight line, an analysis 
should be made of the profit and loss statements and operating policies 


constants for this line of best fit may be determined by the method of least squares. 
. . . Assuming that each pair of measurements give an approximation to the true 
relationship between the variables, we wish to find the most probable relationship, 
and this is given by the line for which the sum of squared deviations is a minimum. 
We have, in the present example, nine pairs of values for x and y. Substituting these 
values in the generalized form of the linear equation y — a ^hxj we secure the follow¬ 
ing observation equations: 3 = a + 15; 4 = a + 25; 6 = a -f 35; 5=a-|-45; 
10 = a + 55; 9 = a + 65; 10 = o + 75; 12 = a + 85; 11 = a -f 95. Any two of 
these equations could be solved as simultaneous equations, and values of o and 5 
secured. But these values would not satisfy the remaining equations. Our problem 
is to combine the nine observation equations so as to secure two normal equaiionSj 
which, when solved simultaneously, will give the most probable values of a and 5. 
The first of these normal equations is secured by multiplying each of the observation 
equations by the coeflScient of the first unknown (a) in that equation, and adding the 
equations obtained in this way. Since the coefficient of a in the present case is 1 
throughout, the nine observation equations are unchanged by the process of multiplica¬ 
tion. The second of the normal equations is secured by multiplying each of the 
observation equations by the coefficient of the second unknown (5) in that equation, 
and adding the equations obtained. Thus the first equation is multiplied throughout 
by 1, and the second by 2, and so on. The process of securing the two normal equa¬ 
tions is as follows: 

Derivation of Normal Equations for Observation Equations 


3 - 

a + 

15 

3 = 

la + 

15 

4 = 

a + 

25 

8 = 

2a 

45 

6 = 

a + 

35 

18 - 

3a + 

95 

5 = 

a -f 

45 

20 = 

4a + 

165 

10 = 

a + 

55 

50 = 

5a + 

255 

9 = 

a *+■ 

65 

54 « 

6a “f* 

365 

10 « 

a + 

75 

70 = 

7a + 

495 

12 = 

a + 

85 

96 » 

8a “h 

645 

11 « 

a + 

95 

99 » 

9a + 

815 

70 « 

9a + 455 

418 - 

45a + 2855 


The two normal equations are: 70 *» 9a -f 455; 418 = 45a + 2855. It remains to 
solve these equations for a and 5. By multiplying the first equation by 5 and sub¬ 
tracting it from the second, a may be eliminated; a value of or 1.133, is found 
for 5. Substituting this value in either of the equations a value of 2.111 is secured for 
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to obtain the explanation before the line is drawn by the method of 
inspection or by the method of least squares. That explanation would 


a. The equation to the best fitting straight line is, therefore, y ~ 2.111 + 1.133a;. 
In the actual application of the method it is not necessary to write out and total the 
equations, as is done above. We need only insert the proper values in the two 
equations: 

S(2/) — na + h'Lix) 

J^(xy) = a2(a;) + bX(x^) 

The symbols employed have the following meaning: ^(y): the sum of the values of y; 
S(a;): the sum of the values of x; 'L{xy)‘. the sum of the products of the a;’s and the yy^s; 
S(a;*): the sum of the squares of the values of x) n\ the number of pairs of values, the 
number of points plotted.” 

E. Dillon Smith, in Mechanical Engineering^ Vol. 55, No. 8, pp. 516-517, August, 
1933, has explained that according to this method of least squares “there are three 
different procedures possible: (1) the condition that makes the sum of the residuals 
least for X on Y] (2) the one that makes the normal form the (X,F)^s the least; and 
(3) the one that makes the residuals least for Y on A".” 

Dr. Theodore II. Brown, professor of statistics at the Harvard Graduate School of 
Business Administration, has provided the author with the following explanation for 
the fact that not only three but actually an infinite numlxT of different solutions are 
possible under the method of least squares: “The equations usually given in textbooks 
tacitly make the assumption that the deviation should be drawn parallel to the Y or verti¬ 
cal axis. For this purpose the equation of the straight line is ?/ = a + bx, where a and b 
are the constants determined from the data. If it is desired to measure the deviation 
parallel with the A^’-axis, one starts with the equation A’" = A BY where A and B are 
the constants determined by th(^ data and where these values are not necessarily the 
same as those for a and b. These two methods of drawing the deviation are the 
extremes for a given problem. In fact the deviation can be drawn at any other con¬ 
stant arigh) which the investigator may desire to us(;. For ea(;h of the ways of drawing 
the deviation there is usually found a different line. The result is that the two lines 
used to determine a break-even point may not always intersect at preeis(ily the same 
point. The decision made regarding the way in which the deviations are drawn has a 
simple meaning. When the deviations are drawn parallel to the 1-axis the assumption 
is that the A"-values are absolutely accurate relative to the F-values. The converse is 
true when the deviations are drawn parallel to the A"-axis. Drawing the deviations 
at an angle of 45 degrees is equivalent to the assumption that A and 1^-values are 
equally likely to error. There is still another possibility which will cause the inter¬ 
section representing the break-even point to vary within an appreciable ar(;a. This 
arises from the fact that the data to which a line is fitted are experimental in character. 
They contain commonly the effect of many factors which cause the fitted line to depart 
from a position which it would occupy if such additional factors were not operating. 
The consequence of this principle is that the line finally fitted to a set of data should 
be considered as a center of an experimental band of possibilities within which the true 
position of the line would be located if all figures could be evaluated. The result of 
this principle for two lines is that there is a parallelogram formed by the boundaries 
of the two intersecting bands. Within this area the true intersection would be defi¬ 
nitely known if all unwanted influences were precisely accounted for.” Discussions 
and descriptions of the methods of least squares may be found in most current volumes 
on statistical methods, such as John II. lliggl(^man and Ira N. Frisbee, Business 
Statistics, pp. 297-300 (McGraw-Hill Book Company, Inc., New York, 1938); Charles 
(\ Peters and Walter R. Van Voorhis, Statistic^ Procedures and Their Mathematical 
Bases, pp. 299-300 (McGraw-Hill Book Company, Inc., New York, 1940); George R. 
Davies and Dale Yoder, Business Statistics, 2d ed., pp. 236-243 (John Wiley & Sons, 
Inc., New York, 1941). 
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bring out the fact that the comparative profit and loss statements from 
which the operating profit figures have been taken were not on a com¬ 
parable basis because of such factors as raising or lowering selling prices, 
raising or lowering rates of salaries or wages or particular items' of 
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manufacturing costs^ shifting the percentage to total sales of the sales 
of the more profitable lines, or including among certain items extra¬ 
ordinary or nonrecurring charges that would throw operating expenses 
out of strict comparison. 

If materially different selling prices or rates of salaries and wages 
were used in the various profit and loss statements, separate charts 
based on each rate should be made, if possible, from the profit and loss 
statements. If extraordinary or nonrecurring charges are grouped with 
other items, for the purpose of obtaining data to plot the chart, the 
profit and loss statements should be adjusted by the elimination of these 
charges. 

In Form 21, a single line indicates the operating loss or the operating 
profit at any sales volume level. This is the simplest form of a break¬ 
even chart. A more typical and conventional chart has three plotted 
lines showing the relationship between variable operating expenses, 
total operating expenses, and net sales. In the construction of this 
chart the horizontal scale represents the percentage of plant capacity 
and/or the number of units produced, and the vertical scale represents 
dollars. 

Conventional Break-even Chart 

In any accounting period, net sales of a manufacturing concern, dis¬ 
regarding fluctuations due to sales made out of inventory, may fluctuate 
from zero to a high point theoretically represented by maximum plant 
capacity. In other words, the plant of a particular manufacturer may 
have a maximum monthly capacity of 200 identical pieces of machinery, 
representing total net sales of $40,000, or $200 per machine. In any 
single month, the net sales may thus fluctuate between zero and $40,000. 

At capacity operations these machines may be manufactured at 
$160 each, or a total of $30,000. However, if the plant is operating at 
somewhat less than maximum capacity, the manufacturing cost per 
machine will be somewhat higher because of the fact that the fixed 
expenses amount to approximately $10,000 per month. Certain other 
expenses such as direct labor and raw materials will fluctuate in relation 
to the percentage of capacity operation. If the variable costs amount 
to $100 per machine, these costs must be added to the fixed expenses to 
obtain the amount of total expenses. 

A line representing total expenses plotted from these figures, with the 
horizontal axis representing percentage of plant capacity and the vertical 
axis representing dollars, will give the total expenses for any rate of 
plant activity by direct reading. If on this chart there is now super¬ 
imposed another line representing net sales, we have the more conven¬ 
tional break-even chart; the area where these two lines intersect will 
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include the break-even point. 

From such a chart it would be clear that when producticm is at 
capacity of 200 machines per month, the total sales would be $40,000 
and the total expenses $30,000, leaving an operating profit of $10,000. 



UNITS OF PRODUCTION IN THOUSANDS OF DOZENS 
Fobk 22.—T^rpical break-even chart showing straight-line relationships of variable 
expenses, fixed expenses, total exi^enses, and net sales. 
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If operations were at 75 per cent of capacity, or 150 machines, the net 
sales would be $30,000, and the total expenses $25,000, leaving an 
operating profit of $5,000. If operations were at 50 per cent of capacity, 
or 100 machines for the month, the net sales would be $20,000; the total 
expenses would also be $20,000, with the result that there would be no 
profit. Operations at less than 50 per cent capacity, or less than 100 
machines, would result in an operating loss at the existing level of fixed 
expenses. 

The first actual step in the preparation of the conventional break¬ 
even chart of this nature is to obtain and to plot the points representing 
quarterly net sales of the Men’s Knitted Underwear Corporation in 
percentage of plant capacity or on the basis of the number of units 
produced. These points are obtained from the following table: 


Table of Quarterly Net Sales in Relation to Plant Capacity 



Net 

Sales 

Dozen 

Per Cent of 
Capacity 

First Quarter. 

$364,783 

97,000 

32.3 

Second Quarter. 

681,429 

186,000 

62.0 

Third Quarter. 

556,878 1 

165,000 

55.0 

Fourth (Juarter. 

666,832 

179,000 

59.7 


This particular plant has a normal quarterly capacity of 300,000 
dozen knitted products. On this basis, when 97,000 dozen were pro¬ 
duced in the first quarter, operations were at 32.3 per cent capacity. 
Net sales and the number of dozens produced increased during the second 
quarter. Operations were conducted at 62.0 per cent of capacity in the 
second quarter, 55.0 per cent in the third quarter, and 59.7 per cent in 
the fourth quarter. On the basis of the quarterly dollar net sales and 
the percentage of operations for each quarter, the points A, B, C, and 
D were plotted in Form 22, and the net sales line drawn from zero to 
fit, as close as possible, to these four points. 

The next step is the determination of the quarterly variable operating 
expenses. These particular figures are sometimes grouped with fixed 
expenses in profit and loss statements, and breakdowns of individual 
items must be obtained to secure the necessary information. In this 
case, the figures are available from the comparative profit and loss 
figures in Schedule 68. Segregating these expense items we have the 
table shown on page 544. 

From this table the quarterly variable expenses, totaling $317,856 
for the first quarter, $592,510 for the second quarter, $481,532 for the 
third quarter, and $580,784 for the fourth quarter, were plotted at J^, 
jP, G, and H at the same percentage of plant capacity represented by the 
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respective net sales for these quarters. The line representing variable 
operating expenses is now drawn from zero to fit, as close as possible, 
to points Ey F, (?, and H, 


Table of Variable Expenses 



1st 

2d 

3d 

4th 

Total 


Quarter 

Quarter 

Quarter 

Quarter 

for Year 

Raw Materials. 

$167,951 

$312,724 

$252,798 

$303,049 

$1,036,522 

Labor. 

84,536 

164,699 

136,212 

173,710 

559,157 

Variable Manufacturing Expenses. 

40,128 

70,572 

57,588 

69,146 

237,434 

Selling Expenses. 

23,261 

41,769 

32,764 

33,005 

130,799 

Doubtful Aecoiints. 

1,980 

2,746 

2,170 

1,874 

8,770 

Total. 

$317,856 

$592,510 

$481,532 

$580,784! 

$1,972,682 


The third step is the plotting of the line representing total operating 
expenses. We have already seen that the average quarterly fixed 
expenses amounted to $46,541. The point J is plotted on the vertical 
axis $46,541 above zero. The line representing total operating expenses 
is then drawn from J through the break-even point. If all figures are 
comparable and no adjustments need to be made, the line of total operat¬ 
ing expenses will be parallel to the line representing variable operating 
costs, but above it to the extent of the fixed charges. 

In this chart the area under the variable operating expense line 
represents the amount of variable cost at the various percentages of 
plant activity. The area between the variable operating expense line 
and the total operating expense line represents fixed expense and is 
constant at the different degrees of plant activity. The area between 
the net sales line and the total operating expense line is a loss to the left 
of the break-even point, and a profit to the right of that point. It will 
be noted that the profit realization point is at a plant activity of approxi¬ 
mately 32 per cent. This indicates that when plant activity is below 
32 per cent of capacity an operating loss will be incurred; when above, 
an operating profit will be earned. The conventional break-even chart 
of this nature graphically registers three different movements in relation 
to operating profit and loss at the same time, variable expense, fixed 
expense, and net sales, just as the second hand, the minute hand, and 
the hour hand are related to give the correct time, at any moment, in 
terms of a progressive time scale of 12 hours.® 

Actually the lines used in Form 21 and Form 22 may be established 
at slightly different areas depending upon the method used. After 
the points are plotted, if the lines are drawn by the simple but practical 
method of inspection, the position may be slightly different than if 
® Managing for Profitj p. 27. 
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they are drawn by one of the various formulas used in the method of 
least squares, described in the footnote on pages 537“539. The break-even 
point actually falls within a restricted area. “The region writhin which 
the most probable value of the break-even point may be expected to be 
found,explains E. Dillon Smith, “can be shown statistically to be a 
flattened oval. This outline of the area is due to the non-normal dis¬ 
tribution of the deviation.^^® Such an oval will be found encompassing 
the break-even points in Form 21 and Form 22. 

The conventional break-even chart is often presented in a form where 
the fixed expense represents a horizontal bar across the lower part of 
the chart instead of a line parallel to and above the line of variable 
expense. Such a chart is illustrated in Form 23. Here the area below 
the fixed expense line represents the same costs at every percentage of 
operation. The total operating expense line is made as in Form 22. The 
vertical distance between the line of fixed expense and the line of total 
operating expense represents the amount of variable expense at every 
percentage of capacity. The line of net sales is plotted identically in 
both charts. Where the line of net sales and the line of total operating 
expenses intersect in Form 23 is the area including the break-even point. 
A chart of this nature is somewhat simpler to construct than the chart 
in Form 22. 

Both Form 22 and Form 23 represent charts that give highly simpli¬ 
fied keys to the complex problem of variable operating profits. Not 
only do these charts illustrate graphically why operating profits tend to 
increase at a greater rate than net sales, but they also show the limits 
within which net sales must be maintained if satisfactory results are to be 
obtained. Certain of the important operating problems of business such 
as price reduction, pay-roll cuts, plant expansions, and the introduction 
of new products can be decided intelligently only in the light of the 
variable interrelationships of vital facts reflected by such charts.^ Break¬ 
even charts are also used effectively in the study of these forces affecting 
the operations of individual plants, of branches, of departments, and of 
the manufacture of various products, all within one corporation. 

Practical Modifications to Conventional Break-even Charts ,—The con¬ 
ventional break-even chart is plotted on straight-line relationships which 
assume that variable operating expenses and total operating expenses 
are directly proportional to plant activity. It is also assumed that the 
items classified as fixed expense remain constant throughout the entire 
range of activity from zero to 100 per cent. These assumptions are 
sufficiently accurate for all ordinary purposes. 

• Mechanical Engineering^ Vol. 55, No. 8, pp. 516-517, August, 1933. 

^ For mathematical computations involved in the detailed study of these features 
see Budgeting^ pp. 382-394. 
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As an everyday practical matter, however, the variable indirect 
expenses cannot be controlled to make them exactly proportional to 
plant activity at all levels, as a positive relationship does not actually 
exist. It is possible to determine an extra allowance for such items and 
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PER CENT OF CAPACITY 

45 90 135 180 

UNITS OF PRODUCTION IN THOUSANDS OF DOZENS 
Form 2Z. —Break-even chart with fixed expense shown horizontally. 
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OF CAPACITY 

Form 24.—Typical break-even chart showing practical modification to straight-line 

relationships. 
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to add that allowance to the theoretical variable expense.® When such 
an extra allowance is made, the variable expense line may be found to 
be a slight curve instead of a straight line. Similarly, certain fixed 
expenses are in reality semifixed, that is, they niay be reduced moderately 
as sales income and activity decrease, although not proportionately. 
Property taxes, for example, have been known to be lowered in bad 
times, insurance coverage reduced as hazards become less, and overhead 
departments telescoped. If the semifixed expenses included in the fixed 
expense group are analyzed for their variations at given activities, there 
may be secured a more accurate estimate of total cost, differing some¬ 
what from the theoretical total cost based on the definitely fixed and 
proportional relationship. The total expense line on this basis will also 
be a slight curve with a somewhat lower fixed expense at a low level of 
activity than at a high level. 

Form 24 illustrates this situation. This chart is a slight enlargement 
of a section of Form 23. A dash line represents theoretical variable 
expense on a straight-line relationship; a continuous curve line, which 
meets both ends of this dash line, represents the actual variable expense. 
On this basis the actual variable expense is considerably greater than the 
straight-line relationship when operating at the low percentages of 
plant capacity. This excess gradually decreases as the actual and the 
theoretical expenses meet at 100 per cent of activity. Fixed expense, 
on the other hand, is somewhat lower than the straight-line relationship 
at the low levels of activity. As a result, the total actual expense is 
somewhat lower than the theoretical total expense to the left of the 
break-even point, and slightly higher to the right of the break-even 
point. 

Detailed Conventional Break-even Chart 

Form 25, a style of break-even chart which is widely used by manage¬ 
ments, and particularly by those in charge of budget operations, is 
similar to Form 22, but with more lines. It has the same fixed expense, 
but in addition a breakdown of variable expenses is also shown. The 
major items of variable expense are plotted at the various percentages of 
capacity operations to give a straight-line relationship of the respective 
items of expense with increasing net sales. 

In this particular example, the major variable expense items plotted 
are raw materials, labor, variable manufacturing expenses, and selling 
expenses. The vertical distance from the base of the chart to the first 
slanting line represents selling expenses at respective percentages of 

® For a practical explanation as to how an extra allowance of this nature may be 
worked out see “The Break-even Chart” by H. R. Mallory in Mechanical Engineering 
Vol. 55, No. 8, pp. 493-496, 515, August, 1933. 
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capacity operation. The vertical distance between the first and the 
second slanting lines represents variable manufacturing expense at 
respective percentages of capacity operations. Likewise, the vertical 
distance between the second and third slanting lines represents labor 
expense, and the distance between the third and fourth slanting lines, 
the cost of raw materials. Such a chart may be made as detailed as 



Form 25.—Break-even chart showing principal divisions of variable expenses. 
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seems desirable and expedient, as items of variable expense may be 
grouped into any practical subdivisions in which the analyst is interested. 
Such charts are extremely practical and are more effective in bringing 
out important relationships than figures alone would be. 

The Profitgraph 

The name profitgraph has been applied to the break-even chart designed 
by C. E. Knoeppel, who was one of the first industrial engineers to 
develop and to apply this form of analysis. Knoeppel explained the 
reason for its development as follows. ‘‘So far the financial statement 
has been a financial tool rather than a management tool. It is a his¬ 
torical document and not in the least prophetic. It is static rather than 
dynamic. It performs only a part of the function of which it is capable. 
Few accountants have crossed the line between accounting and engineer¬ 
ing, while many engineers have jumped the fence between the two.^'® 

A rather elaborate specimen of a break-even chart or profitgraph, 
as developed by E. S. La Rose, is shown in Form 26. This particular 
chart has received wide study oyer the years since it was first presented 
before the annual meeting of the National Association of Cost Account¬ 
ants in 1931. The two main lines in this chart are marked A-A\ and 
J5-R1. The first is the line of total income from sales, or, as designated 
in this volume, net sales. The area between these two lines at the left 
of the crisis point, a term that is used in place of the break-even point, 
represents a loss, and the area to the right a profit. Other critical 
points in this chart are styled the danger point, unhealthy point, deadline, 
and budget. The various costs and expenses are broken down into 
considerable detail in the legend at the right side of the chart. La 
Rose offers the following explanation of selected items plotted on this 
interesting chart: 

First, there are shut down costs, such as insurance, taxes, and depreciation, less 
rental credit, received from the rental [in this particular case] of the excess build¬ 
ing. Secondly, there are the salaries of the executive staff, superintendents, 
department heads and the remaining people who would be required to maintain 
the organization and who could not very well be eliminated. Thirdly, there is 
the interest on funded indebtedness, which is a fixed item in our case. 

When the amount of fixed costs is determined, the requirements for preferred and 
common dividends are then included, making provision for Federal and State 
taxes. The per cent earnings required to make an adequate return on invested 
capital is known which might, as shown in this mythical profitgraph, be con¬ 
siderably greater than the return required for preferred and common dividends. 

Upon making a provision for the fixed cost and earning requirements and knowing 
the ratio of direct labor, material and variable overhead costs to the sales dollar, 


• Managing for Profit, pp. .53“54. 
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the volume necessary to create the profit desired can then be determined on a 
ratio basis. Naturally, profits come first and variable allowances must be made 
accordingly. 

It is believed that it would be well for every company to provide a reserve and 
budget for obsolescence as shown in the chart. This is true, especially in a period 
of business conditions . . . when new products or changes in style are vitally 
essential for the purpose of interesting buying power, the adoption of which is 
thereby liable to cause obsolescence. 

It is believed that the chart readily pictures the direct cost, variable cost, total 
overhead cost, cost of manufacturing and selling and the break-down in profits. 
Management can then tell, at any point of volume, the allowance for direct mate¬ 
rial, direct labor, other costs, and the profit involved at the point of volume.^® 

The use of break-even charts with the various degrees of detail has 
received increasingly wide application during the past 10 years by 
industrial engineers and by active management in search of every possible 
aid to efficient operations. Charts of this nature, even the more simple 
charts, have received less attention by those outside active manage¬ 
ments or those associated in a consulting capacity with active manage¬ 
ment, because of the difficulty of obtaining the necessary information 
in sufficient detail. With the tendency toward more uniformity in 
acounting, which might well include a more exact breakdown of operat¬ 
ing costs into fixed and variable, this effective form of analysis might 
well expand in the not too distant future. 

THEORY AND PROBLEMS 

1. What is the break-even point? 

2. Name five so-called ** fixed expenses.” Why are these items termed fixed expenses? 

3. What figures are related in plotting the points for a simple break-even chart? 
What is the principal advantage of a chart of this nature? 

4 . Describe the principal differences between a simple break-even chart and the con¬ 
ventional break-even chart. 

6. What are the practical modifications that must often be made in the conventional 
break-even chart if very accurate information is desired? 

6. Why is the so-called “break-even point” really an oval area and not a point? 

7. How can the conventional break-even chart give a considerable amount of detailed 
information regarding the variable expense items at different percentages of 
operations? 

National Association of Cost Accountants, Year Bookj 1931, pp. 200-208 
(National Association of Cost Accountants, New York, 1931). 

“ For extensive examples applied to particular corporations and industries, both 
in theory and practice, see The Economics of Industrial Management by Walter 
Rautenstrauch and Raymond Villers, pp. 90-189 (Funk & Wagnalls Company, New 
York, 1949). 



552 


PROFIT AND LOSS STATEMENTS 


8 . A manufacturer of furniture operates with a fixed monthly expense of $13,000. 
Net sales and operating profit or losses before Federal income and excess-profits taxes 
for each 2-month period throughout year A are as follows: 


Operating 

Net Sales Profit or Loss 


Jan.—Feb. $190,000 $ 4,600 

Mar.—Apr... 93,000 {L) 10,000 

May—June. 140,000 {L) 4,000 

July—Aug. 236,000 9,600 

Sept.—Oct. 301,000 17,600 

Nov.—Dec. 285,000 16,300 


From these figures prepare a simple break-even chart and determine the approximate 
net sales for a 2-month period necessary to cross, the line from an operating loss to 
an operating profit. 

9 . The following schedule gives the quarterly profit and loss statements of the Radio 
Parts Manufacturing Corporation. From these figures determine the average 
quarterly fixed expenses. Prepare a simple break-even chart as illustrated on page 
540, and estimate from inspection the location of the break-even point in terms of 
quarterly sales. During the first quarter, operations were conducted at 71.6 per cent 
of capacity, in the second quarter at 94.1 per cent, in the third quarter at 44.7 per 
cent, and in the fourth quarter at 17.4 per cent. From available information prepare 
a break-even chart showing the principal division of variable expenses as illustrated 
on page 549, and the break-even point in terms of per cent of capacity operations. 

Radio Parts Manufacturing Corporation 


Comparative Quarterly Profit and Loss Statements 



1st 

Quarter 

2d 

Quarter 

3d 

Quarter 

4th 

Quarter 

Gross Sales. 

$429,940 

$564,236 

$268,338 

$104,890 

Less: 

Returns and Allowances 

28,160 

42,614 

18,712 

4,180 

Net Sales. 

$401,780 

$521,622 

1249,626 

$100,710 

Less: 

Cost of Raw Material... 

253,700 

324,571 

156,901 

60,043 

Factory Labor. 

50,062 

62,160 

30,764 

12,725 

Factory Burden. 

29,101 

44,852 

21,020 

11,958 

4,760 

Rent. 

4,760 

4,760 

4,760 

Insurance. 

3,622 

3,742 

3,546 

3,484 

Depreciation. 

2,380 

2,122 

2,467 

2,002 

Advertising. 

3,006 

3,288 

3,278 

3,162 

Administrative Salaries. 

8,802 

8,724 

8,636 

8,569 

Salaries, Sales Depart- 

ment. 

3,287 

3,412 

3,410 

3,469 

Operating Profit. 

$ 43,060 

$ 63,991 

$ 14,844 

$(L)9,46e 




















CHAPTER XXI 


NET PROFIT TO TANGIBLE NET WORTH 

Underlying any thoughtful consideration of profits or losses are the 
conceptions of two fundamental economic realities, private property 
and the elusive profit-and-loss motive. The institution of private 
property is descriptive of our way of economic life in the sphere of 
ownership; almost everything is owned by some person, some business 
enterprise, or some governmental unit, that is, almost everything except 
air and fish. If you are a deep-sea diver or a stratosphere explorer you 
must buy oxygen; if you do not live near the ocean or the backwoods, 
you must pay cash directly to the dealer for your fish or indirectly to the 
state through the agency of a fishing license. 

People did not always live thus. In the experiment which is being 
carried on in Russia and in her satellites today, they do not live that 
way now. In primitive societies, such as the Indians^ way of life prior 
to their conflict with civilization, land was not privately owned; most 
tribes moved from place to place as the seasons changed and as the wild 
animals migrated. Water was free, and so were the bounteous gifts of 
nature. But the institution of private property existed even with the 
Indians, the warrior owned his own bows and arrows, tents, and simple 
clothing, and wampum was the accepted medium of exchange. 

The institution of the profit motive is merely another way of saying 
that business enterprises are created to earn a profit. The will to 
profit often is not strong enough or intelligent enough to overcome 
natural economic or highly competitive factors, and if a business con¬ 
cern operates at a loss, year after year, the ultimate end is complete 
and total extinction. The quest for wealth, rather than for a happy, 
contented life, has always existed. With the gradual development of a 
higher and higher technique in manufacturing processes during the past 
150 years and the growing emphasis upon the freedom of the market,^ 
the profit motive has increased in world-wide intensity. 

If Soviet Russia and her satellites solve the problem of substituting a 
social consciousness for the profit motive of the individual, a miracle of 
the ages will have appeared on the pages of history. Even Henry George 
in his revolutionary philosophy went no further than to advocate the total 

^ Strachey, John, The Coming Struggle for Power (Covici, Friede, Inc., New York, 
1933 ). 
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pa 3 rment of ground rent as a tax, predicating his full program for creating 
a more just, logical background for a happier, fuller life on the institution 
of private property in all but land, air, and water; and on the profit 
motive which gives varying degrees of wealth, for, he wrote, with his 
ever-careful discernment, ‘‘there are differences among men as to energy, 
skill, prudence, foresight and industry/' 

PROFITS ATTRACT FUNDS 

Money and the fields of activity that bring the greatest monetary 
return or profit seem to have a close affinity for each other. That 
affinity is an economic truism as old as orthodox English economic 
theories. The entrepreneur who offers the highest rate of interest com¬ 
mensurate with a recognized degree of security obtains the use of funds 
in the money market. If those cases are excepted where mistakes were 
made in judgment, the ability of the entrepreneur to offer a high return 
is based on the greater profits being earned by his enterprise at the time. 
The Mississippi Bubble of 1720, the Ponzi episode in Boston 200 years 
later in 1929, the equally disastrous if less widely known Clarke Bros, 
affair in New York in 1929, and the Stavisky scandal in France were all 
logical, if somewhat extreme, examples of this fateful affinity. 

For this perfect reason, funds were drawn into the construction of 
canals, toll bridges, and toll roads in the latter years of the eighteenth 
century and in the early years of the nineteenth century. Similarly, 
because of the apparent high profits, funds were drawn successively into 
banking, insurance, the construction of railroads, the production of 
iron and steel, petroleum, automobiles, public utilities, motion pictures, 
chemicals, investment trusts, and, more recently, the manufacture of 
airplanes and the development of air transportation. As additional 
funds were invested in respective fields of transportation, public utility 
operations, and industrial and commercial endeavors, the net profits in 
those fields gradually decreased toward the average of the older, more 
established lines of business activity. Funds find their way into indus¬ 
tries where profit possibilities are bright at the moment, while industries 
and divisions of industries with excess capital or where the capital is not 
efficiently or wisely administered are eaten into by operating losses, 
top-heavy executive salaries, unwise dividend disbursements, voluntary 
liquidation, and bankruptcies. 

This early theory is even more fundamental than might be exemplified 
by isolated cases of forced credulity or general statements of economic 
history. Investors naturally prefer to place their funds where prospects 
of gain and return are brightest. Prior to the First World War, London 
was the money center of the world, as English investors for more than 
100 years had recognized the possibility of greater returns by investing 
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funds in the Argentinei on the continent, in Canada, in Africa, in India, 
and in the United States, than at home. At the opening of the First 
World War, approximately $5,000,000,000 of our securities were held 
abroad, and a substantial portion of this immense sum was owned- by 
investors in Great Britain. 

In the years which followed that war, New York financiers began to 
compete with London for foreign loans. They were quite successful in 
obtaining their full measure of loans—too successful, in fact! Our 
financial circles recognized the possibility of greater profits in lending 
funds not only to the less developed portions of the world but even to 
Germany, Austria, Italy, and Japan. Subsequently, the foreign bond 
column of the daily financial press gave silent testimony to our youthful 
urge for experience, for easy profits. The long list of defaulted bonds or 
bonds on which adjustments have recently been made, among other 
countries those of Germany, Italy, Japan, Peru, Chile, Brazil, and China, 
are witness to the part we so innocently played in international finance 
and in financing the rearming of our enemies for the Second World War. 

MEASURES OF NET PROFIT 

There are two widely used natural measures of net profit, a compari¬ 
son with the tangible net worth of a business enterprise, and a comparison 
with net sales. Both measures are complementary; the net profit on 
tangible net worth has become a guide to the use of funds invested in a 
business enterprise, the ability of the management to earn a return; while 
the net profit on net sales serves as a guide to particular operations and 
is more often utilized by active managements. Those enterprises that 
show the highest percentage net profit on tangible net worth and on net 
sales, not for a single year but over a sustained period of time, are natur¬ 
ally the most highly regarded. ^ Those managements have done a 
better job, or the concerns are operating in industries which are favorably 
situated. 

Sound business policies will generally dictate that some portion of 
net profits be retained in the business for expansion and development 
purposes. This does not mean that occasionally the surplus account 
should not be utilized to sustain a reasonably steady rate of dividends. 
Of two concerns, however, in the same line of business that have earned 
approximately the same dollar net profits year by year over a period of 
time, if one disbursed approximately one-half the net profits in dividends 
annually and the other paid out all its net profits, naturally the first 
one would be the more highly regarded by creditors, and probably the 
second by investors. 

* Strange as it may seem, there have been cases where net profits have been too 
high for the good of management. See Behind the Scenes of Busineee^ by Roy A. 
Foulke, pp. 113-118 (Dun & Bradstreet, Inc., New York, 1937 ed.). 
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The net profit^ as the term is used at this point, refers not necessarily 
to the reported net profit that appears as the final figure in the profit and 
loss statement. As explained in Chap. XIX, the reported net profit 
must, at times, be adjusted to take into full consideration unusual charges, 
factors, and situations. This profit figure, as it is used here, is after all 
charges, including Federal income taxes, it is the residue after all possible 
adjustments and charges, the real net profit.® Standards of net profit 
on tangible net worth on this basis have been computed in recent years 
for selected lines of business activity and appear at the end of this chapter. 

Other profit percentages on tangible net worth are sometimes worthy 
of exacting study in the comparison of the operations of competing 
business enterprises. Such profit percentages on tangible net worth 
are (1) the operating profit, (2) the net profit before extraordinary and 
nonrecurring charges but after all taxes, and (3), in the light of more 
recent tax laws, net profit after all adjustments but before income and 
excess-profits taxes. Fundamentally, however, it is the final net profit, 
after all possible charges, that indicates, year after year, how well the 
funds invested in a business enterprise may have been utilized.'* All 
other profit figures, while interesting, are of secondary importance. 

Incentive of Profit to New Management 

During 1948, there were 624,000 new, active, commercial and indus¬ 
trial business enterprises, an average of 1,710 per day, including as new 
business enterprises those where ownership changed hands so that the 
venture was a new one from the viewpoint of the new owner or owners, 
where the new concern was the incorporation of an existing proprietorship 

* In 1948 considerable discussion developed in Congressional hearings, labor circles, 
and the press as to whether or not aggregate profits^' of all corporations were too 
high! This subject is discussed in a pamphlet A Study of the Theory of Corp<yrate Net 
Profitsf by Roy A. Foulke (Dun & Bradstreet, Inc., New York, 1949). The pamphlet 
outlines the assumptions of accountancy on which a profit figure is based and then 
discusses the relativity of the figure of net profit and the economic function of net 
profit in an incentive economy. 

* Lewis H. Brown, president of Johns-Manville Corporation, emphasized this 
point in a letter published in the New York Times^ Sept. 26, 1943, discussing a logical 
basis for amending the Renegotiation Law (first authorized by Section 403 of the 
Sixth Supplemental National Defense Appropriation Act, effective, Apr. 28, 1942). 
In the following carefully worded statement, Mr. Brown pointed out the desirability 
of renegotiating on the net profit of prime contractors and subcontractors after 
Federal income and excess-profits taxes, instead of before Federal income and excess- 
profits taxes: ‘*Of course, the renegotiation officials find a great many reasons why 
they should deal with profits before taxes rather than profits after taxes. But I think 
we ought to be practical. I shall resort to the viewpoint of the ordinary man, and 
suggest that the only profit made by a man or a business—the only profit which can 
be justified as reasonable or castigated as excessive—is the profit which he retains 
after he has paid his taxes. Therefore, if, after paying taxes, the profit derived from 
war contracts is not greater than the profit which is exempt from excess profit taxes, 
the possessor cannot possibly be said to have realized undue war profits.’’ 
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or partnership, or the reorganization of sole proprietorships into partner¬ 
ships. Probably two-thirds or three-quarters of these concerns were 
newly organized business ventures. A very large part of business births 
are small-scale enterprises with invested funds 6f $5,000 or less. 

The underlying basis and the urge for this continual change, for the 
tremendous number of new business enterprises which have been coming 
into existence, for the current all-time record number of active commercial 
and industrial business concerns, is the desire to make a profit in our 
system of free enterprise and private property. Many concerns— 
undoubtedly a very reasonable percentage of all new business concerns— 
are organized by men who want to be their own boss. But even where 
that urge might seem to be the underlying basic motive for the action, 
those concerns cannot remain in business without making a profit, even 
though that profit might be represented by the salary or salaries taken out 
weekly, semimonthly, or monthly by the owner or owners. 

The profits of many neighborhood grocery stores, drugstores, and 
general stores are represented by the living which the owners make for 
their families in operating those stores. As business concerns grow in size 
and become more and more important in their neighborhood and in their 
industry, profits gradually change from a ‘livingfor the owners to a 
combination of increased salaries plus an accounting profit after all 
salaries, and finally to corporate accounting profits, before and after 
taxes. It is this urge for profit in some one of these senses which is the 
reason why we have more active business concerns in existence in the 
United States than ever before, and more in proportion to our population 
than anywhere on the face of the globe. 

It is natural that when profits are relatively high, more new concerns 
are organized than go out of existence, either by bankruptcy or by voluntary 
liquidation. And the opposite trend takes place when accounting profits 
become smaller and smaller as a result of keener competition, and losses 
are assumed by an increasing proportion of the business population. We 
had such a period over the years from 1929 to 1933, and the number of 
active concerns in the country became smaller each year as the number of 
new concerns fell materially below the number of discontinuances. 

Possibly it is easy to earn a business profit. If it is, one would be 
inclined to feel that many of the millions of employed civilian labor force 
would organize and operate their own businesses. The great turnover 
each year in business concerns and the constantly high percentage of 
discontinuances for one cause or another might hold the answer. Possi¬ 
bly it is not quite so easy to operate a business profitably, a small one or a 
large one, year after year, during periods of inflation, deflation, good times, 
and bad times. Managements of relatively few business enterprises are 
able to do so. 
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It was the urge for profit which sent the New England traders in the 
colonial days in their ketches loaded with dried and salt fish, flour, bread, 
and barrel staves to the West Indies islands. It was the urge for profit 
which brought Samuel Slater to the United States from England in 1790 
to build, equip, and operate the first textile mill in this country on the east 
bank of the Blackstone River in Pawtucket, R.I. 

Incentive of Profit to Managements of Established Business Concerns 

For managements of large representative established corporations, profita¬ 
ble operations involve a much broader horizon than the immediate result. 
Profits are the essential means for reaching wider economic and social 
objectives. But profit means more than some relative mathematical 
black figure in the profit and loss statement at the end of an accounting 
period. Only profitable businesses over a period of years can provide jobs, 
and opportunity for employees; only profitable businesses can earn a 
satisfactory return for investors on their earnings; only profitable con¬ 
cerns can spend money on improved tools and methods that make possible 
better products for customers; only profitable concerns can help others 
progress, including dealers who handle their products, and raw-material 
suppliers; and only profitable businesses can pay their share of the heavy 
costs of present-day government by participating in the payment of 
Federal income taxes. 

It takes more than high profits to provide the environment under 
which funds of investors flow into business activity. During periods 
when investors fail to provide additional funds for management to expand 
the means of production, those funds must be obtained from reinvested 
earnings, earned depreciation, and borrowings from banks, insurance 
companies, and other creditors. So we come back by another route to the 
size of profits, profits of individual corporations and profits of all corpora¬ 
tions. It is out of reinvested earnings that corporations must grow during 
those periods when investors are not providing the funds for expansion. 

Incentive of Profit to Investors 

One of our major existing economic problems is concerned with the flow 
of venture capital. In the past, that is, up to 1930, there existed a willing¬ 
ness, or one might even call it a desire, on the part of people to risk their 
savings in the anticipation of capital gains and income. Aggregate 
domestic corporate issues of bonds and notes, preferred and common 
stocks, amounted to $6.5 billion in 1946, and another $6.5 billion in 1947. 
Of the sum raised in 1947, $4.4 billion was new money and the balance 
refunding issues. These figures truly are nominal compared with the 
billions of dollars actually needed, and compared with $188.5 billion, 
the aggregate net worth of all corporations at the end of 1947. 
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Not only is the aggregate amount of these issues relatively small but 
the greater part of the issues represented debt financing in contrast to 
equity financing. In 1946, for example, $2.1 billion, or 32.3 per cent of 
the dollars raised in domestic corporate financing, was raised by selling 
preferred and common stocks, and in 1947, only $1.5 billion, or 24.1 per 
cent. These amounts represent but a fraction of the needs of American 
business for current equity expansion. 

We seem to be going through a phase of economic life when the indi¬ 
vidual is less interested in putting savings into equity securities of either 
new or established business corporations than into saving accounts, check¬ 
ing accounts, government securities, insurance, and real estate. It is 
estimated that $11.8 billion was put aside by individuals in all these ways 
in 1946, and $8.8 billion in 1947; less was put into new equity securities 
than into any other form of savings. Greater and not fewer incentives 
are needed to obtain the direct investment of larger amounts in equity 
securities from the individual investor. 

TYPICAL NET PROFIT ON TANGIBLE NET WORTH 

Schedule 69 gives the median percentages of net profit to tangible 
net worth for 42 lines of manufacturing, 21 of wholesaling, and 7 of 
retailing for each of the 5 years from 1943 to 1947, inclusive, and a 5-year 
arithmetical average for each one of these 70 divisions of business activity. 

For the year 1938, 11 of these particular lines showed median loss 
percentages. For each year from 1939 to 1947, inclusive, net profits 
were reflected by each of these 70 lines of business activity. In 1943 the 
highest median percentage net profit on tangible net worth among the 
manufacturing lines was disclosed by manufacturers of knitted outer¬ 
wear with 21.85 per cent; in 1944 and 1945 by manufacturers of women’s 
coats and suits with 27.81 and 21.96 per cent, respectively; and in 1946by 
manufacturers of curtains, draperies, and bedspreads with 30.45 per 
cent. These percentages indicate what can be accomplished under 
particularly fortuitous circumstances. Typical percentage net profits, 
as can readily be seen by a glance at this schedule, are materially lower 
than these high figures in respective years. 

In 1943, 1944, and 1945, the highest median percentage net profit on 
tangible net worth among the wholesale lines was shown by wholesalers of 
women’s wear, coats, suits, and dresses with 27.14 per cent, 44.87 percent, 
and 31.80 per cent, respectively; in 1946 by wholesalers of electrical parts 
and supplies with 26.91 per cent; in 1947 by wholesalers of electrical parts 
and supplies and wholesalers of plumbing and heating supplies, both with 
22.80 per cent. For retailers, the highest rate of return on tangible net 
worth in 1943 and 1944 was shown by women’s specialty stores with 14.54 
per cent and 17.26 per cent, respectively; in 1945 by retailers of men’s and 
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[Schedule 69]_ Net Profits on Tangible Net Wobth 


Percentage 


lines of Business Activity 



Median 


Five- 

year 

Average 


1943 

1944 

1945 

1946 

1947 

Manufacturers 

Airplane Parts and Accessories. 

14.44 

16.27 

10.93 

2.81 

2.72 

9.43 

Automobile Parts and Accessories. 

14.62 

11.84 

11.89 

16.54 

15.78 

14.13 

Bakers. 

14.44 

13.85 

12.80 

18.26 

16.95 

15.26 

Bedsprings and Mattresses. 

9.16 


15.16 

17.44 

11.80 

12.86 

Breweries. 

16.46 




13.05 

15.39 

Chemicals, Industrial. 

12.05 

13.83 

9.59 


12.18 

13.21 

Cigars. 

9.09 

8.75 

10.19 


7.20 

9.45 

Clothing, Children’s Dresses and Wash 
Suits. 

9.96 

17.51 

13.27 



13.79 

Clothing, Men’s and Boys’. 

13.18 

13.60 




14.63 ‘ 

Coats and Suits, Women’s. 

16.54 

27.81 

21.96 

22.30 

19.37 

21.60 

Confectionery. 

16.05 

wimy^ 

13.54 

11.74 


16.12 

Contractors, Building and Construction 

13.01 

8.71 


11.24 

19.36 

12.54 

Cotton Cloth Mills. 


9.44 

9.60 

22.35 

26.88 

15.41 

Cotton Goods, Converters. 

11.96 

9.75 

4.53 

5.67 


8.80 

Ciu*tains, Draperies, and Bedspreads. .. 

12.84 

18.31 

18.60 



19.00 

Dresses, Rayon, Silk, and Acetate. 

15.58 


17.85 

26.66 

16.38 

19.40 

Drugs. 


12.36 

itiHiVJ 

13.97 

9.23 

11.34 

Electrical Parts and Supplies. 

12.21 

14.50 

11.66 

14.39 

20.50 

14.65 

Foundries. 

lumlm 


8.94 

14.32 

14.50 

11.88 

Fruits and Vegetables, Canners. 

17.44 

8.32 

16.12 

22.35 

8.58 

14.56 

Fur Garments. 

13.75 

8.42 

6.75 

14.35 

12.92 

11.24 

Furniture. 


11.20 

12.95 

yimilm 

15.42 

14.03 

Hardware and Tools. 

11.34 

12.37 

11.99 

15.56 

12.35 

12.72 

Hosiery. 


11.19 

10.75 

24.11 

15.63 

! 14.43 

Leather Garments. 

12.67 


11.41 

19.10 

8.43 

14.12 

Luggage, Leather. 

16.38 


13.98 

25.81 

11.46 

18.60 

Machinery, Industrial. 


11.94 

9.68 

15.54 

19.85 

11.90 

Meats and Provisions, Packers. 

9.99 

HIMIlMl 

6.57 

17.17 

mSi 

11.73 

Metal Stampings. 

12.31 

14.12 

9.32 

17.90 


14.99 

Outerwear, Knitted. 

21.85 

21.80 

17.41 

24.96 

HI 

19.84 

Overalls and Work Clothing. 

14.83 

14.32 



11.45 


Paints, Varnishes, and Lacquers. 

7.32 

7.73 



16.74 

12.42 

Paper. 

7.75 

5.63 

6.70 

8.11 


8.34 

Paper Boxes. 

10.79 

11.31 

10.52 

17.96 

19.15 

13.95 

Petroleum, Integrated Operators. 

7.30 

11.63 

10.43 

10.23 

15.77 


Printers, Job. 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

9.42 

10.45 

9.40 

17.60 

13.94 

12.16 

14.54 

7.54 

9.35 

16.38 

21.70 


Shirts, Underwear, and Pajamas, Men’s 
Shoes, Women’s and Children’s. 

12.01 



21.18 


14.84 

15.12 


13.66 

15.52 


13.56 

Soft Drinks and Carbonated Water, 
Bottlers. 

16.11 

10.32 

10.94 

12.38 

14.13 

12.78 

Steel, Structural Fabricators (Sell on 
Short Terms). 

10.34 

14.17 

7.92 


22.11 

13.65 

Stoves, Ranges, and Ovens. 

9.44 

8.16 

7.30 

14.62 

12.10 

10.32 
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Nbt Profits oy Tangible Net Worth. — (Continued) [Schedule 69.— {C<mt.)\ 


Percentage 


lines of Business Activity 



Median 


Five- 


1943 

1944 1 

1945 

1946 

1947 

year 

Average 

Wholesalers 







Automobile Parts and Accessories. 

16.25 

15.70 

18.78 

20.80 

20.85 

18.48 

Butter, Eggs, and Cheese. 

9.92 

12.98 

9.74 

16.26 

10.80 

11.94 

Cigars, Cigarettes, and Tobacco. 

11.91 

12.48 

20.15 

21.15 

15.78 

16.29 

Drugs and Drug Sundries. 

10.50 

12.18 

10.00 

12.88 

9.71 

11.05 

Dry Goods. 

13.81 

12.70 

10.17 

14.13 

11.75 

12.51 

Filftfitrical Parts and Supplies. 

8.39 

13.38 

11.56 

26.91 

22.80 

16.61 

Fruits and Produce, Fresh. 

14.59 

15.01 

16.37 

18.50 

17.35 

16.36 

Furnishings, Men’s. 

25.53 

16.10 

22.20 

22.25 

11.35 

19.49 

Gasoline and Lubricating Oil. 

7.94 

12.89 

9.65 

12.96 

20.10 

12.71 

Groceries. 

10.67 

11.64 

12.23 

14.00 

11.43 

11.99 

Hardware. 

9.26 

8.67 

8.64 

16.45 

18.25 

12.23 

Hosiery and Underwear. 

18.23 

16.85 

18.40 

20.19 

15.55 

17.84 

Lumber. 

7.76 

8.66 

7.60 

9.68 

20.64 

10.87 

Meat and Poultry. 

13.34 

6.93 

11.55 

18.99 

20.60 

14.28 

Outerwear, Knitted. 

22.49 

13.57 

14.15 

14.71 

6.42 

14.27 

Paints, Varnishes, and Lacquers. 

3.57 

6.36 

10.45 

19.65 

12.90 

1 10.59 

Paper. 

10.03 

12.26 

12.40 

18.43 

20.50 

14.72 

Plumbing and Heating Supplies. 

6.00 

7.51 

11.74 

26.88 

22.80 

14.99 

Shoes, Men’s and Women’s. 

14.68 

9.68 

11.15 

16.30 

13.66 

13.09 

Wines and Liquors. 

17.65 

13.13 

13.16 

20.33 

18.40 

16.53 

Women’s Wear, Coats, Suits, and 







Dresses. 

27.14 

44.87 

31.80 

12.40 

5.13 

24.27 

Retailers 






i 

Clothing, Men’s and Boys’. 

12.40 

13.14 

18.75 

21.72 

16.53 

16.51 

Department Stores. 

13.05 

12.38 

11.48 

22.20 

16.10 

15.04 

Furniture. 

12.24 

12.47 

13.73 

11.61 

16.98 

13.41 

Furniture, Installment. 

9.38 

12.47 

10.55 

17.82 

12.40 

12.52 

Lumber. 

6.83 

7.34 

9.61 

17.11 

14.85 

11.15 

Shoes, Men’s and Women’s. 

13.67 

16.38 

10.81 

19.77 

9.92 

14.11 

Women’s Specialty Shops. 

14.54 

17.26 

15.02 

17.36 

15.80 

16.00 


boy^s clothing with 18.75 per cent; in 1946 by department stores with 
22.20 per cent; and in 1947 by furniture stores with 16.98 per cent. 

For the entire 5-year period, the highest average net profit on tangible 
net worth among industrial lines was disclosed by manufacturers of 
women's coats and suits with 21.60 per cent, followed by manufacturers 
of overalls and work clothing with 20.00 per cent, manufacturers of 
knitted outerwear with 19.84 per cent, manufacturers of rayon, silk, and 
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acetate dresses with 19.40 per cent and manufacturers of curtains, 
draperies, and bedspreads with 19.00 per cent. The 5-year average net 
profits for wholesalers and retailers were materially lower. The highest 
5-year average among the wholesalers was shown by wholesalers of 
women's wear, coats, suits, and dresses with 24.27 per cent, followed by 
wholesalers of men’s furnishings with 19.49 per cent, and wholesalers of 
automobile parts and accessories with 18.48 per cent. The highest 5-year 
average among the retail distributors was disclosed by retailers of men’s 
and boy’s clothing with 16.51 per cent, followed by women’s specialty 
shops with 16.00 per cent, and department stores with 15.04 per cent. 

In 1940, 37 of the 70 divisions of industry and commerce comprising 
this study disclosed net profit on tangible net worth in excess of 6 per 
cent; in 1944, 69; in 1945, 69; in 1946, 68; and in 1947, 68. A steady 
improvement was made from 1939 through 1947. In 1938, the Greats 
Depression was still in effect and the Federal government was carrying 
on its program of deficit spending to prime the pump, which was never 
primed until the greatest of all wars put industry to work at excess 
capacity. From 1942 through 1947, there were no real unemployed out¬ 
side of frictional unemployment. The tremendous expenditures for war 
materials and supplies, and after the war, the tremendous unfilled demand 
for housing and all kinds of products made industry and trade prosperous 
beyond all conception of a few years previous. 

THEORY AND PROBLEMS 

1. Explain why the percentage figure of net profit on tangible net worth is significant. 

2. Why are other percentage profit figures on tangible net worth, such as (a) operating 
profit, (6) net profit before extraordinary charges but after all taxes, and (c) net profit 
after all adjustments but before income and excess-profits taxes, at times of consider¬ 
able significance? 

3. According to classical economic theory, funds are drawn into those industries 
where the current rates of profit, commensurate with reasonable safety, are the highest. 
Briefly explain what is meant by this theory. 
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4. Figures of Wholesale Gasoline and Lubricating Oil, Inc., have been set up below in 
comparative columns ready for immediate analysis. Make a complete internal and 
comparative analysis of these figures based on your study of this volume up to this 
point. 

Wholesale Gasounb and Lubricating Oil, Inc. 

Comparative Figures for Years Ended December 31, 19— 



(O 

Three Years 
Ago 

(B) 

Two Years 

Ago 

{A) 

One Year 
Ago 

Assets 





Cash. 

Accounts Receivable. 

Merchandise. 

... S 16,078 
69,190 

$ 17,993 

63,529 
2,128 

% 

6,385 

89,939 

50,853 

Current Aeseis . 

... « 85,268 

$ 83,650 

% 

147,177 

Fixed Assets, Net. 

Investments. 

Prepaid or Deferred. 

Cash Value Life Insurance.... 

1,482 

2,273 

1,706 

145 

1,310 

2,273 

2,082 

1,116 


1,031 

2,273 

1,782 

1,832 

Total. 

... $ 90,874 

$ 90,431 

r 

154,095 

Liabilities 





Notes Payable to Bank.. 

Accounts Payable. 

Reserves. 

.. $ 6,000 
53,745 

S 6,000 
53,149 

% 

26,500 

93,115 

600 

Current Liabilities . 

,. $ 59,745 

$ 59,149 

r 

120,215 

Preferred Stock. 

(Common Stock. 

Surplus. 

20,000 

11,129 

20,000 

100 

11,182 


20,000 

100 

13,780 

Total. 

.. % 90,874 

$ 90,431 

r 

154,095 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth .. 

.. $ 25,523 

1.44 

.. $ 31,129 

$ 24,501 

1.41 
$ 31,282 

$ 

s 

26,962 

1.22 

33,880 

Sales. 

Net Profits. 

Dividends. 

.. $1,453,324 
2,623 
None 

$2,189,739 

1,053 

1,000 

$2,714,118 

2,598 

1,000 
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5 . As a stockholder, you have received a circular letter from a corporation which 
states that income from operations for the past year was materially greater than for 
the year before. The only information given is as follows: 

For year A the gross income of the corporation was $4,700,000; after deducting 
$4,000,000 for cost of goods sold, general, selling, and administrative expenses, and 
$250,000 for depreciation, interest, and Federal income taxes, the net profit was 
stated to be $450,000, which was equivalent to 24 cents per share on the outstanding 
common stock, after paying 6 % dividend on preferred stock. 

The net income for year B had been $196,000, which had been equal to 2 cents per 
share on the outstanding stock after paying the preferred dividend. 

You recall that the only stock changes during the two years were issues on Jan. 1, 
year A, of 200,000 shares of common stock and $500,000 preferred stock. In view of 
the large difference in the stated profit per share between year A and year you 
wonder if the reported result appears reasonable. 

Prepare a financial statement explaining and reconciling the figures for the 2 years^ 
showing the number of shares of common stock and the amount of preferred stock 
outstanding. 

[Adapted from A.I.A. Examination] 

6. The audited balance sheet and the profit and loss statement of the Paper Mill 
Corporation are given on page 565. Post these figures on a columnar sheet, compute 
the net working capital, the tangible net worth, and the percentage of net profit on the 
tangible net worth. Then make such other computations as seem expedient to you 
and write a thorough over-all internal analysis of this corporation. 
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Paper Mill Corporation 
Balance Sheet for Year Ended December 31, 19— 

Assets 

Current Assets / 

Cash in banks and on hand. $ 143 ,<699 

Customers’accounts receivable. $ 564,263 

Customers’ notes receivable. 11,262 

Miscellaneous accounts receivable. 16,634 

$ 592,159 

Less: Reserve for bad debts and cash discounts. 21,525 570,634 

Raw materials and suppUes, and stocks finished and in 

process—at the lower of cost or market prices. 1,406,842 

Total Current Assets. $2,121,175 

Sundry Accounts and Notes Receivable. 5,979 

Cash Value of Life Insurance (policy pledged for First 

Mortgage Bonds). 17,395 

Investments... 11,145 

Land, Buildings, Machinery, and Equipment—at reproduc¬ 
tive values as appraised, plus additions at cost. $10,397,619 

Less: Reserve for depreciation. 5,865,912 4,531,707 

Prepaid Expenses. 42,356 

$6,729,757 

Liabilities 

Current Liabilities 

Accounts payable—^trade. $ 355,963 

Accounts payable—sundry.^. 7,017 

Accrued expenses and interest. 139,644 

First mortgage 6 % serial gold bonds on Rockford plant.. $ 16,500 

Lc««: Deposit with trustee. 16,500 . 

Purchase money notes. 15,000 

Provision for income and profits taxes. 112,230 

Total Current Liabilities. $ 629,854 

First Mortgage 6% Serial Gold Bonds payable in 5 years. 63,500 

Purchase Money Notes, maturing monthly in 3 to 6 years.. 41,250 

Reserve for Workmen’s Compensation Insurance. 8,843 

Capital Stock 

Authorized and issued, 178,000 shares of no par value.... $ 4,073,500 

Less: in treasury, 100 shares. 2,288 

$ 4,071,212 

Paid-in Surplus. $ 1,311,222 

Surplus Earned. 603,876 5,986,310 

$6,729,757 

Profit and Loss Statement for Year Ended December 31, 19— 

Net Sales..$7,917,978 

Cost of Sales (exclusive of Depreciation). 6,430,932 

Gross Profit, before Depreciation. $1,487,046 

General Expenses (exclusive of Depreciation). 604,889 

Net Profit from Operations, before Depreciation. $ 882,357 

Other Expenses—Net. 32,890 

Net Income, before Depreciation and Federal Income Taxes. $ 849,467 

Provision for Depreciation of Plant and Equipment.. 312,711 

Net Income, before Federal Income Taxes.$ 536,756 

Provision for Federal Income Taxes. 108,500 

Net Income. $ 428,256 








































CHAPTER XXII 
NET PROFIT TO NET SALES 

There was a time when the theory of a large volume and a small 
profit was almost a national motto; that was during the decade from 
1920 to 1930 when chain stores capitalized on this streamlined operating 
technique. Divisions of the women’s wear industry such as manufac¬ 
turers of dresses, coats, and suits have also operated on this basis for 
many years. 

In certain industries, particularly those that specialize in the produc-^ 
tion of durable goods or of goods that are utilized in erecting, furnishing, 
and equipping homes, office buildings, apartments, lofts, and plants, 
it is exceedingly difficult to expand the sales volume greatly by reducing 
prices. The substantial investment in fixed assets in these lines of 
business activity provides a relatively low turnover of tangible net 
worth, that is, a relatively low volume of annual sales compared with 
the investment in a business enterprise. In years of depression, net 
sales, every so often, may even fall below the tangible net worth in 
these lines of manufacturing activity. 

An enterprise that is managed solely on the volume and the price 
theory generally needs particularly close watching by the active manage¬ 
ment of the business, by its stockholders if they differ from the active 
management, by its bankers, and by its trade creditors. There is always 
the possibility of a breakdown in demand brought about by some unfore¬ 
seen event, such as the unexpected effect of a new policy, a change in 
style, or newly developed competition from other products. If liabilities 
are heavy, trouble invariably is in the offing. A business enterprise, like a 
human body, must have reserve strength available for every possible 
emergency. 

So, although net profits are the economic end of the business enter¬ 
prise, a business cannot be operated solely for the maximum of immediate 
profits. The proportions of its balance sheet, the size of its liabilities, 
the condition of its receivables, and the amount of merchandise must 
simultaneously be kept in healthy relationships to the net working capital 
and the tangible net worth. If net profits are unusually large, the basis 
of these profits should be carefully analyzed to ascertain if the result 
came from economic factors of a particularly favorable character which 
might be all too temporary, or from efficient operations and unusually 
capable, conscientious direction. 
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It is significant to find that for the years 1946 and 1946, the latest 
years for which these figures have been made available by the Bureau of 
Internal Revenue, the average net income after taxes of all incorporated 
manufacturing enterprises in the United States was 2.9 per cent of their 
'Hotal compiled receipts”^ of $141,283,963,000 in 1945, and 5.1 per cent 
of their total compiled receipts of $139,419,602,000 in 1946. For whole¬ 
sale corporations, the ratio was much lower, 1.7 per cent on total compiled 
receipts of $32,288,000,000 in 1945, and 3.0 per cent on $47,572,000,000 in 
1946. For retail corporations, the ratio was 2.8 per cent of total compiled 
receipts of $29,014,000,000 in 1945, and 4.4 per cent of $41,072,000,000 in 
1946.^ In other words, to realize $1 of net profit, the average manufactur¬ 
ing corporation in the year 1946 had to sell approximately $20 of goods, 
the average wholesaling corporation approximately $33, and the average 
retailing corporation approximately $22. To put it another way, the 
typical wholesaling corporation in the year 1946 had to sell about as 
much merchandise as the typical manufacturer, and times as much as 
the typical retailer, to realize the same dollar net profit. 

INCREASED NET SALES 

There is a widespread point of view in business that the volume of net 
sales is the most important element in obtaining net profits. This point 
of view has been aptly condensed by G. Charter Harrison in the following 
words: ‘^The primary factor in profits is sales volume, and the value of 
increased sales volume per dollar of sales, due to these increased sales not 
adding to the fixed charges, is far greater than any additional selling 
expense which would be required, in the majority of cases and under 
normal conditions.”^ 

In other words, every business enterprise, as we have seen in Chap. 
XX, has what is known as a hreak-even point Net sales above this 
point result in increasing net profits because very little additional expense 
is involved, all fixed expenses having been covered by the profits on the 
net sales up to the break-even point. Above this point, sales expense 
may be greatly increased to obtain additional volume which is then 
more profitable up to the point of diminishing returns. 

A manufacturer of nuts and bolts, for example, needs net sales of 
$100,000 per month to break even. Sales below that point will not 
cover all fixed expenses and a loss will be assumed. Above that point, 

1 Unfortunately, the figure of net sales is not available in this study. The differ¬ 
ence between total compiled receipts and net sales in a national study of this 
nature would, however, be relatively moderate. 

* Compiled from preliminary releases of the Treasury Department on Statistics of 
Income for 1946 and 1946 (No. S-782 dated July 9, 1948, and No. S-1002 dated 
Feb. 24, 1949). 

* Harrison, G. Charter, a pamphlet. What! No Reports at Ally Mr, Knvdsenfy 
p. 9 (G. Charter Harrison, Madison, Wis., 1941), 
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however, net profits expand. On monthly sales of $160,000 a net profit 
of 2 per cent on sales might be recorded, while on monthly sales of $200,- 
000 a net profit of 3 per cent might be earned. On the first $100,000 of 
net sales per month, all administrative salaries, oflSce expense, plant 
maintenance and depreciation, real estate taxes, insurance, interest 
on funded debt, if any, are covered. These fixed expenses now being 
covered, additional sales bring an increasing rate of net profits. This 
rate continues until the plant is being operated at top capacity and top 
efficiency. Additional volume above this point would involve the 
erection of an addition to the plant or a new plant, all of which would 
then bring a sudden increase in fixed charges, or a rate of diminishing 
return. It is this specific knowledge applied to each business enterprise 
that is essential for the most effective sales operation. The measure is 
the rate of net profit on net sales. 

It was because of this very substantial volume of net sales above the 
break-even point that the net profits of so many prime contractors and 
subcontractors were so large during the Second World War prior to 
renegotiations. Sales from five to ten times the normal peacetime volume 
of a contractor were not unusual, all with one or a very limited number 
of customers so that little or no sales expense was entailed, and with the 
operation of plant facilities at top capacity. In fact, these large net 
profits were a fundamental reason for the enactment of the initial law on 
renegotiations on the profits of contractors handling annual sales of war 
equipment, materials, and supplies in excess of $100,000. 

TYPICAL NET PROFIT ON NET SALES 

Schedule 70, at the end of this chapter, gives the typical median 
percentages of net profit to annual net sales for 42 lines of manufacturing, 
21 of wholesaling, and 7 of retailing for each year for 1943 to 1947, inclu¬ 
sive, and a 5-year arithmetical average for each of these 70 divisions of 
industry and commerce. Business enterprises that show percentages 
above these figures would naturally be more highly regarded; those that 
show percentages below these figures would generally be less favorably 
regarded. 

For the year 1938,11 of these particular lines showed loss percentages. 
For the years 1939 to 1947, inclusive, all these lines of business activity 
disclosed profitable operations. In 1943, the highest median percentage 
net profit on net sales among the manufacturing lines was disclosed by 
manufacturers of industrial chemicals with 6.12 per cent; in 1944, 1945, 
and 1946 by manufacturers of leather luggage with 9.40, 8.81, and 8.84 
per cent, respectively; and in 1947 by cotton cloth mills with 9.67 per cent. 

The median percentages of net profit on net sales for wholesale and 
retail trades were lower and varied less from year to year than in the 
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Net Profits on Net Sales_ [Schedule 70] 





Percentage 



Lines of Business Activity 


• Median 


Five- 

j^ear 

Average 


1943 

1944 

1945 


1947 

Manufacturers 

Airplane Parts and Accessories. 

2.68 

2.61 

1.71 

1.77 

1.40 

2.03 

Automobile Parts and Accessories. 

3.09 

3.12 

3.21 

5.04 

5.32 

3.96 

Bakers. 

2.89 

3.19 

3.15 

4.73 

3.47 

3.49 

Bedsprings and Mattresses. 

3.61 

4.23 

5.34 

6.32 

2.90 

4.48 

Breweries. 

5.00 

3.57 

3.25 

7.76 

5.32 

4.98 

Chemicals, Industrial. 

6.12 

4.61 

3.80 

7.98 

7.14 

5.93 

Cigars. 

5.31 

4.04 

4.20 

4.57 

4.32 

4.49 

Clothing, Children's Dresses and Wash 
Suits. 

1.85 

3.49 

1.82 

3.81 

1.31 

2.46 

Clothing, Men’s and Boys’. 

Coats and Suits, Women’s. 

2.59 

2.77 

4.05 

5.01 

3.19 

3.52 

2.06 

4.74 

4.00 

7.26 

3.95 

4.40 

Confectionery. 

4.69 

5.20 

2.92 

7.88 

7.04 

5.55 

Contractors, Building and Construction 

2.26 

2.10 

1.42 

2.11 

5.00 

2.58 

Cotton Cloth Mills. 

2.59 

3.48 

3.00 

5.93 

9.67 

4.93 

Cotton Coods, Converters. 

Curtains, Draperies, and Bedspreads. . . 

2.78 

3.27 

2.99 

4.00 

3.87 

3.38 

4.90 

5.32 

6.35 

8.32 

4.06 

5.79 

Dresses, Rayon, Silk, and Acetate. 

2.08 

3.07 

3.27 

4.46 

2.77 

3.13 

Drugs. 

4.13 

3.96 

4.63 

4.02 

3.84 

4.12 

Electrical Parts and Supplies. 

2.50 

2.98 

3.57 

4.25 

7.10 

4.08 

Foundries. 

2.95 

2.59 

2.68 

3.98 

4.53 

3.35 

Fruits and Vegetables, Canners. 

2.90 

2.12 

2.45 

5.98 

3.82 

3.45 

Fur Garments. 

3.49 

3.36 

2.00 

5.33 

5.90 

4.02 

Furniture. 

3.31 

4.63 

4.52 

5.82 

5.24 

4.70 

Hardware and Tools. 

2.47 

3.18 

4.03 

6.63 

5.14 

4.29 

Hosiery. 

3.14 

4.01 

3.42 

6.26 

5.69 

4.50 

Leather Garments. 

2.12 

4.87 

3.92 

3.96 

1.77 

3.33 

Luggage, Leather. 

3.14 

9.40 

8.81 

8.84 

2.62 

6.56 

Machinery, Industrial. 

3.48 

3.31 

3.29 

5.60 

6.62 

4.46 

Meats and Provisions, Packers. 

1.43 

1.47 

1.19 

2.80 

2.11 

1.80 

Metal Stampings. 

2.81 

3.11 

2.78 

5.96 

6.26 

4.18 

Outerwear, Knitted. 

2.85 

3.60 

3.96 

5.27 

4.22 

3.98 

Overalls and Work Clothing. 

3.87 

5.82 

3.56 

5.02 

2.62 

4.18 

Paints, Varnishes, and Lacquers. 

2.65 

2.78 

2.66 

6.92 

5.70 

4.14 

Paper. 

4.93 

3.75 

4.12 

5.35 

6.57 

4.94 

Paper Boxes. 

3.55 

3.93 

5.57 

7.10 

7.60 

5.55 

Petroleum, Integrated Operators. 

4.69 

6.47 

5.88 

6.76 

8.27 

6.41 

Printers, Job. 

3.11 

3.02 

4.12 

6.47 

5.91 

4.53 

Rayon, Silk, and Acetate Piece Goods, 
Converters. 

3.34 

3.14 

2.93 

4.59 

7.36 

4.27 

Shirts, Underwear, and Pajamas, Men’s. 
Shoes, Women’s and Children’s. 

2.93 

3.74 

2.26 

5.74 

4.38 

3.81 

2.70 

3.92 

3.27 

4.79 

2.30 

3.40 

Soft Drinks and Carbonated Water, 
Bottlers. 

4.47 

4.30 

4.32 

4.24 

9.06 

5.28 

Steel, Structural Fabricators (Sell on 
Short Terms). 

3.91 

5.58 

4.15 

6.38 

7.08 

5.42 

Stoves, Ranges, and Ovens. 

3.15 

3.05 

2.78 

5.53 

4.52 

3.81 
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[Schedule 70.— (Cmt,)] Net Profits on Net Sales. — (Continued) 


Percentage 


Lines of Business Activity 



Median 



Five- 


1943 

1944 

1945 

1946 

1947 

year 

Average 

Wholesalers 







Automobile Parts and Accessories. 

3.49 

3.78 

4.68 

5.17 

4.41 

4.31 

Butter, Eggs, and Cheese. 

1.06 

1.27 

1.31 

2.22 

2.08 

1.59 

Cigars, Cigarettes, and Tobacco. 

0.69 

0.99 

1.76 

2.19 

0.99 

1.32 

Drugs and Drug Sundries. 

2.25 

2.86 

3.08 

3.14 

2.38 

2.74 

Dry Goods. 

2.46 

2.92 

3.18 

4.33 

2.95 

3.17 • 

Electrical Parts and Supplies. 

2.70 

3.14 

2.73 

3.65 

3.89 

3.22 

Fruits and Produce, Fresh. 

1.44 

1.41 

1.41 

2.11 

1.64 , 

1.60 

Furnishings, Men’s. 

5.55 

7.58 

7.33 

7.58 

2.28 

6.06 

Gasoline and Lubricating Oil. 

1.10 

4.20 

2.05 

5.21 

3.99 

3.31 

Groceries. 

1.75 

1.67 

1.74 

2.53 

1.47 

1.83 

Hardware. 

2.66 

3.01 

2.48 

4.08 

4.34 

3.31 

Hosiery and Underwear. 

4.80 

6.59 i 

6.85 

7.34 

4.13 

5.94 

Lumber. 

2.63 

2.56 

3.54 

3.62 

3.25 

3.12 

Meat and Poultry. 

1.50 

1.16 j 

2.26 

3.75 

2.96 

2.33 

Outerwear, Knitted. 

2.82 

3.21 

3.36 

4.79 

2.08 

3.25 

Paints, Varnishes and Lacquers. 

Paper. 

1.95 

3.07 

3.78 

5.36 

4.08 

3.65 

2.00 

2.85 

2.39 

5.14 

3.54 

3.18 

Plumbing and Heating Supplies. 

2.36 

2.23 

3.69 

6.05 

4.79 

3.82 

Shoes, Men’s and Women’s. 

Wines and liquors. 

2.29 

2.59 

2.86 

2.69 

2.01 

2.49 

2.57 

1.86 

2.67 

3.54 

2.66 

2.66 

Women’s Wear, Coats, Suits, and 







Dresses. 

4.30 

6.68 

5.85 

4.28 

1.42 

4.51 

Retailers 







Clothing, Men’s and Boys’. 

3.92 

4.57 

6.47 

8.06 

5.76 

5.76 

Department Stores. 

4.05 

3.26 

3.36 

5.94 

4.22 

4.17 

Furniture. 

5.72 

9.70 

6.12 

6.07 

8.16 

7.15 

Furniture, Installment. 

5.94 

6.84 

4.91 

7.73 

7.04 

6.49 

Lumber. 

4.04 

2.92 

4.58 

6.66 

5.90 

4.82 

Shoes, Men’s and Women’s. 

3.10 

3.17 

2.56 

3.95 

2.93 

3.14 

Women’s Specialty Shops. 

2.95 

4.37 

3.42 

5.98 

4.73 

4.29 


manufacturing lines. For wholesalers, the highest median rate of return 
on net sales in 1943, 1944, 1945, and 1946 was shown by wholesalers of 
men^s furnishings with 5.55, 7.58, 7.33, and 7.58 per cent, respectively, 
and in 1947 by wholesalers of plumbing and heating supplies with 7.79 per 
cent. For retailers, the highest rate of return on net sales in 1943 was 
shown by installment furniture stores with 5.94 per cent; in 1944 and 1947, 
by cash and charge-account furniture stores with 9.70 and 8.16 per cent; 
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and in 1945 and 1946 by retailers of men^s and boy's clothing with 6.47 
and 8.06 per cent. 

For the entire 5-year period, the highest average percentage net 
profit on net sales was disclosed by the manufacturers of leather luggage 
with 6.56 per cent, followed by integrated petroleum operators with 6.47 
per cent, manufacturers of industrial chemicals with 5.93 per cent, and 
manufacturers of curtains, draperies, and bedspreads with 5.79 per cent. 
The 5-year average net profits on net sales for wholesalers and retailers 
were materially lower. The highest 5-year average among the whole¬ 
salers was disclosed by wholesalers of men's furnishings with 6.06 per cent, 
followed by wholesalers of hosiery and underwear with 5.94 per cent, 
wholesalers of women's coats, suits, and dresses with 4.51 per cent, whole¬ 
salers of automobile parts and accessories with 4.31 per cent, and whole¬ 
salers of plumbing and heating supplies with 3.82 per cent. The highest 
5-year average among the retail distributors was shown by retail furniture 
stores with 7.15 per cent followed by installment stores with 6.49 per cent, 
and retail men's and boy's clothing stores with 5.76 per cent. 

In 1940, 31 of the 70 divisions of industry and commerce comprising 
this 5-year running study disclosed net profit on sales in excess of 2 per 
cent; in 1944, 63; in 1945, 62; in 1946, 69; and in 1947, 63. For the entire 
5-year spread, 65 divisions showed average net profit on annual sales in 
excess of 2 per cent, with the highest average among the manufacturers, 
then the retail trades, and last the wholesale trades. 


THEORY AND PROBLEMS 


1. What are the comparative advantages or reasons for computing the percentage of 
net profit on both tangible net worth and net sales? 

2. Every commercial and industrial business enterprise is in existence to earn net 
profits. Even though this statement is an economic truism, why should a business 
concern not be operated solely for the maximum of immediate profits? 


3. A wholesale or retail business enterprise generally must sell approximately three 
times as much merchandise as a manufacturing concern, on the average, to realize the 
same dollar profit. Can you explain why this is so? 

4. Company X and Company Y are competitors. They have both transacted 
approximately the same net sales each year for the past 4 years. Over these 4 years 
they have had the same aggregate operating profits, as the following table indicates: 


Company X 


Year A .$12,500 

Year . 14,000 

YearC. 14,200 

Year!). 18,600 

Total Operating Profits. $59,300 


Company Y 
$17,500 
15,200 
13,600 
13,000 
$59,300 


Which of these two concerns is operating the most effectively? Give your reasons. 
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5 . Comparative figures for 3 years of the Department Store Corporation are posted 
below. Approximately 30 per cent of the annual net sales are made on cash terms 
and the remainder on net terms due on the tenth of the month following the sale. 
Compute the percentage net profit on the net sales for each year and interpret the 
3-year results. Then prepare an increase-decrease column and make a comprehensive 
internal and comparative analysis of these figures. 


Department Store Corporation 
Comparative Figures for Years Ended January 31, 19— 



(C) 

Three Years 
Ago 

m 

Two Years 
Ago 

(A) 

One Year 
Ago 

Assets 




Cash. 

Accounts Receivable. 

Merchandise. 

Current Assets . 

. $ 53,064 

. 68,793 

. 106,708 

. $228,565 

$121,344 

95,483 

113,407 

$330,234 

$ 89,642 
82,290 
134,515 
$306,447 

Fixed Assets, Net. 

Miscellaneous Receivables. 

Prepaid. 

Total. 

. 27,149 

. 1,918 

. 44,457 

. $302,089 

27,314 

2,945 

42,154 

$402,647 

29,290 

804 

45,812 

$382,353 

Liabilities 




Accounts Payable. 

Accruals. 

. $ 69,702 

$110,512 

12,373 

$ 64,489 

Reserves for Taxes. 

. 5,097 

16,657 

3,066 

Other Liabilities. 



Current Liabilities . 

. $ 74,799 

$122,885 

$ 84,212 

Deferred Income. 

. 740 

850 

1,623 

Preferred Stock. 

Common Stock. 

Surplus. 

Total. 

. 191,400 

. 3,828 

. 31,322 

. $302,089 

191,400 

3,828 

83,684 

$4027647 

191,400 

3,828 

101,290 

$382,353 

Net Working Capital . 

Current Ratio . 

Tangible Net Worth . 

. $153,766 

. 3.04 

. $226,550 

$207,349 

2.68 

$278,912 

$222,235 
3 64 
$296,518 

Net Sales. 

Net Profits. 

Dividends. 

. $673,745 

. 27,258 

$780,766 

52,362 

None 

$877,175 

36,746 

19,140 


6. The balance sheet, statement of surplus, and statement of profit and loss of the 
Fruit & Vegetable Canning Company, Inc., are given on pages 573 and 574. Post 
these figures on a columnar sheet of paper and compute the net working capital, the 
tangible net worth, the percentage profit on tangible net worth, and the percentage 
profit on net sales. Compare and interpret these two percentage profit figures. 
Then make a comprehensive, over-all internal analysis of the accompanying figures, 
using such ratios as apply to this situation. 
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Fbuit & Vegetable Canning Company, Inc. 
Balance Sheet for Year Ended December 81, 19— 


Assets 

Cash and Demand Deposits.i.. 

Accounts Receivable 

Trade (less allowance for cash discounts). $ 818,399 

Employees. 477 

Other. 230,398 

81,049,274 

Less: Allowance for doubtful accounts. 56,551 


Inventories, at average cost 

Finished merchandise. $9,447,297 

Work in process. 629,233 

Wrapping materials, manufacturing supplies, etc. 821,941 


Merchandise and/or cash with salesmen. 

Total Current Assets. 

Property, Plant, and Equipment, at cost 

Land. $ 80,715 

Buildings and improvements. $ 839,270 

Machinery and equipment. 1,329,329 

Furniture and fixtures. 60,214 

Automobiles and trucks. 147,222 

2,376,035 

Less: Allowance for depreciation. 1^211,030 

1,165,005 


Prepaid Expenses and Deferred Charges 


Insurance. $ 88,677 

Advertising supplies. 22,809 

Repaid and renewal supplies, etc. 118,246 

Interest. 29,596 

Other items. 17,119 


Brands and Trade-marks, at cost 


Liabilities 


Notes Payable 

To banks. $6,915,000 

To others. 1,182,992 


Accounts Payable 

Trade. $ 95,532 

Employees. 6,971 

Other.:. 17,767 


Dividends Payable. 

Accrued Liabilities 

Salaries and wages. $ 35,831 

Taxes, other than taxes on income. 25,966 


Provision for Contingencies. 

Provision for Federal and State Taxes on income, estimated 
Total Current Liabilities (Forward). 


$ 3,192,282 


992,723 


10,898,471 

64,999 

$15,148,475 


1,245,720 


276,447 

344,997 

$17,015,639 


$ 8,097,992 


120,270 

20,397 


61,797 
110,019 
188,332 
$ 8,598,807 
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PROFIT AND LOSS STATEMENTS 


Capital 

Total Current Liabilities (Brought Forward). $ 8,698,807 

Preferred capital stock, 6% cumulative; par $100, redeem¬ 
able at $105 per share plus accrued dividends. Author¬ 
ized 20,000 shares, retired and not reissuable 6,356 shares, 

outstanding 13,598 shares. $1,359,800 

Class B common capital stock, par $10, authorized 200,000 

shares, outstanding 142,080 shares. 1,420,800 

$2,780,600 

Earned Surplus, as annexed. 5,636,232 

8,416,832 

$17,015,639 

Statement of Surplus 
For the Year Ended December 31, 19— 

Earned 

Balance, Jan. 1, 19—. $6,896,674 

Add: Profit for the year, as annexed. 144,896 

$7,041,570 * 

Deduct: 

Cash dividends 

Preferred stock, $29.25 per share. $ 397,742 

Class A common stock, $20.80 per share. 320,257 

Excess of redemption value ($60 per share) over par value ($10 per 
share) of class A common stock (15,397 shares called for redemption) 687,339 

$1,405,338 

Balance, Dec. 31, 19—. $5,636,232 

Statement of Profit and Loss 
For the Year Ended December 31, 19— 

Sales, Less Returns. $21,683,635 

Cost of Sales. 18,051,366 

Gross Operating Profit. $ 3,632,269 

Selling, Administrative, and General Expenses. 3,512,573 

Profit from Operations. $ 119,696 

Other Income, less Other Expenses. 47,187 

$ 166,883 

Extraordinary Items 

Net Proceeds on Termination of Lease. $ 19,673 

Special Profit on Sale of Apricots. 477,278 

$466,951 

Expenses 

Abandonment of Advertising and Wrapping Materials. . $165,872 
Provision for and Settlement of Claims, Suits, Ix)sses, etc. 100,325 

Deferred Advertising Written Off. 56,042 

$322,239 

144,712 
$ 311,595 

Provision for Federal and State Taxes on Income. 166,701 

Net Profit. $ 144,896 























PART VI 


Surplus Accounts 



Jl art VI consists of one chapter on the 
analyses of surplus accounts. Surplus may and often 
should consist of capital surplus and earned surplus. It 
is important, from the point of view of both accounting and 
analysis, that these two items be kept separate. Capital 
surplus may be created in several ways, such as by a write¬ 
up of fixed assets or by the segregation of capital funds in 
excess of the stated value of no-par stock. Earned surplus, 
however, is created in only one way, by the retention of net 
profits in a business. The computation of the net profit of 
smaller business enterprises over an accounting period has 
never been difficult or complicated by accounting rational¬ 
ization. During the first quarter of this century, however, a 
theoretical justification arose for omitting certain charges^ 
or certain items of expense, from the profit and loss state¬ 
ments of larger corporations. The accounting theory under 
which these charges were made directly to the surplus account 
instead of to the profit and loss statement is thoroughly 
analyzed and discussed. The evolviion in accountancy 
theory and practice in recent years, notwithstanding the 
existence of a considerable difference of opinion, has been 
toward the practice of making all charges to the profit and 
loss statement and none to surplus. The effect upon net 
profit is pointed out with the final admonition that no net 
profit figure from a profit and loss statement should be taken 
at its face value until the reconciliation of surplus for that 
year has been examined and the net profit figure adjusted 
by debits or credits made directly to the surplus account. 



CHAPTER XXIII 


ANALYSES OF SURPLUS ACCOUNTS 

The last item in the balance sheet of a commercial or industrial 
corporation, before the total of aggregate liabilities and capital funds, 
is generally the surplus account. This account is the direct connecting 
link between the profit and loss statement and the balance sheet. Occa¬ 
sionally there are two surplus accounts, capital surplus and earned surplus. 
The capital surplus, at times, is also termed paid-in surplus. In these 
cases the earned surplus invariably is the last item in the balance sheet. 

It is evident from a glance at any balance sheet that the surplus 
acount may be affected by a change in any other item on either side of 
the financial statement in which it appears. An increase or a decrease 
in any item in the assets, if accompanied by a corresponding increase or 
decrease in the liabilities, will not disturb the surplus. On the other 
hand, an increase or decrease in any item on cither side of the balance 
sheet, without a corresponding change on the same or the other side, 
inevitably affects the surplus account, not only because the earned sur¬ 
plus is the balancing account, but because a change in an asset or a 
liability without a corresponding change in an offsetting balance sheet 
item must relate to the income or outgo of the business, represented by 
the profit and loss account. Whether or not the amount by which an 
asset or a liability is changed is actually entered in the profit and loss 
statement, the surplus account must reflect that change, up or down, 
as the surplus account must balance the balance sheet. 

EXPLANATION OF CAPITAL SURPLUS 

The earned surplus account should represent actual earnings retained 
by a corporation since its organization or reorganization, over and above 
dividend disbursements. As a result of losses this account at times may 
represent a deficit or an impairment of capital. The distinction between 
earned and capital surplus is important, since ordinarily only the former 
is available for dividend payments. Moreover, earned surplus, alone, 
represents the excess of net profits over all dividends. 

How Capital Surplus Arises 

When a corporation is distributing securities to the public, the manage¬ 
ment often has the fixed assets, which, for example, previously might 
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have been carried at $200,000, reappraised and carried on the books at a 
new figure, say, $350,000. This increase, known as a write-up, is repre¬ 
sented by a new item now called capital surplus, rather than by an 
increase in the earned surplus, since the difference represents no real 
earnings. Often these reappraisals are made during periods of high 
prices; years later when prices have fallen, the reappraised values repre¬ 
sent very inflated figures. 

An item of capital surplus may also be created by the sale of capital 
stock in excess of its par value or, if no-par stock is issued, at a price in 
excess of that at which the stock is carried on the books of the corporation. 
That is, if a corporation sells 100,000 shares of no-par stock at $10 per 
share, and carries the stock on its books at $5 per share, the difference, 
amounting to $500,000, would be treated as capital surplus. 

Capital surplus generally arises from the following five sources: 

1. Donations, which usually take the form of treasury stock. 

2. Amount by which stock is sold in excess of par value, or no-par stock in excess 
of the value by which it is carried in the balance sheet. 

3. Upward revaluation of assets. In many states, payments of dividends from 
the resulting surplus constitutes a criminal offense. 

4. Reduction of liabilities at a discount. 

6. Closing out of special reserves no longer required. Whether such reserves 
should be closed into earned or capital surplus must be judged in the light of the 
particular circumstances.^ 

The analyst should always ascertain whether an item of capital 
surplus was created from some arbitrary bookkeeping or accounting 
procedure or from the investment of additional cash in the business. 

Reappraisals may write down as well as write up the value of fixed 
assets. In a depression, fixed assets valued at $350,000 may be written 
down to $200,000 in recognition of values forever lost and gone. The 
$150,000 book loss will then be charged against capital surplus already 
available or created by recapitalization. The recapitalization may take 
the form of a reduction in par value of par-value stock, change from par 
to no-par stock, reduction in the stated value of no-par stock, or piecing 
together of shares. By any of these means, there is made available a 
capital surplus against which to write off such a charge. Finally, such 
devaluations may be charged against current income, if the income is 
sufficiently large or in the event that no capital surplus is available. 

^ For a list of transactions or conditions that result in surplus other than earned 
surplus see Robert H. Montgomery, Auditing Theory and Practice, 6th ed., pp. 363-372 
(The Ronald Press Company, New York, 1940). 
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Capital Surplus Should Be a Separate Item 

When inquiring for an explanation of a sudden substantial increase in sur¬ 
plus, the analyst may occasionally learn that the fixed assets have been 
written up by a reappraisal and the increase added, without any earmark, 
to the earned surplus account. This accounting practice is grossly 
misleading. It is rarely countenanced by reliable accountants and under 
no consideration would be allowed by the Securities and Exchange Com¬ 
mission. A reconciliation of the surplus would reveal the source of the 
credit to surplus as being a markup of fixed assets rather than actual 
earnings. The sources of capital surplus and earned surplus should be 
carefully investigated by the analyst, if he hopes to estimate the asset 
value of a business with any degree of accuracy and to detect attempts 
at both over- and understatement of invested capital and earning power.* 

RECONCILIATION OF SURPLUS ACCOUNTS 

The earned surplus account in any two successive balance sheets of 
the same concern is represented by two different figures. During the 
interval covered by the dates of the two balance sheets the surplus will 
have increased or decreased. The schedule of surplus credits and debits 
between these two dates is termed the Reconciliation of Surplus. In 
the case of proprietorships or partnerships the schedule is known as the 
Reconciliation of Net Worth. The first figure in the schedule is the 
amount of surplus in the initial balance sheet. The net profits during 
the period and, under certain accounting theory and practice, miscel¬ 
laneous credit adjustments serve to increase the opening balance. With¬ 
drawals, dividends, and surplus charges are deducted; the balance is 
the amount of the surplus as shown in the more recent balance sheet. 
The credits or charges that are made to surplus are generally determined 
by the management of the business in consultation with its accountants. 

Net Profits of Small Concerns 

It is not particularly difficult, nor is any unusual wizardry necessary to 
determine the net profits of a small retail business enterprise. With 
some semblance of book records and a physical inventory at the beginning 
and the close of an accounting period, the net profit before dividends or 
withdrawals is represented by the difference in the excess of the value of 

* AccourUing Releases No. 1, Apr. 1, 1937, of the Securities and Exchange Commis¬ 
sion, quoted as a footnote on p. 607 (Chap. XXIV), deals with these problems. This 
was also the crux of the spectacular report of the Securities and Exchange Commission 
on the Alleghany Corporation dated Mar. 1, 1940: “The net effect of failing to apply 
proper accounting principles . . . can be well illustrated by reviewing the surplus 
accounts for the year ended December 31,1934. Whereas the balance sheet originally 
filed indicated that earned surplus amounted to $2,296,581.28 and paid-in surplus was 
$7,452,773.38, the statements after amendment reveal an earned surplus deficit of 
$52,641,439.19 and a paid-in surplus balance of $35,990,444.70.” 
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all the assets over the liabilities between the two dates. If exact book¬ 
keeping records are maintained, the net profit may also be determined 
by deducting successively from gross sales all items of expense of the 
business as outlined in Chap. XVIII. The formula is simple, widely 
used, readily understood, universally and almost intuitively known. No 
matter what the items of expense are or how they occurred, they are 
deducted one and all before arriving at a residue to represent the final 
net profit. 

The same process is used by small or moderate-sized manufacturing 
enterprises. The only change, in the case of manufacturers, is the 
addition of direct labor, depreciation on buildings, machinery, and 
equipment, and other factory charges to the list of expenses already 
mentioned. This formula for computing net profit is probably used by 
the great majority of the smaller business enterprises of the country. 

Net Profits of Large Corporations 

In considering the operating records of corporations with distributed 
stock interest, that is, corporations with capital securities listed or traded 
in on some national stock exchange or over-the-counter, there is occasion¬ 
ally found a vital modification to this simple, everyday, practical 
accounting convention. This modification consists of quarantining cer¬ 
tain items of expense, carefully keeping them away from the profit and 
loss statement, but turning the charges over to what, at times, is a 
ubiquitous surplus account. 

Sometime during the first quarter of this century the theoretical 
justification for this practice was created on the basis that a profit and 
loss statement should be concerned fundamentally not with including all 
items of expense, but in showing the net profit from operations for the 
year, unaffected by losses and adjustments applicable to earlier years. 
The emphasis was on sustained earning power without undue minimizing 
by irregular charges or credits. In other words, two arbitrary tests were 
created to determine whether an item of expense constituted a charge 
against current operations: 

1. Was the expenditure for normal operations? 

2. Was it incurred or accrued during the year under review? 

Under this theory, charges and credits of an extraordinary nature are 
made by some accountants to surplus. The application of this theory 
to the accounting practices of nationally known industrial and commercial 
corporations has naturally resulted in many unusual situations. Thus a 
profit or loss incurred by the sale of fixed assets, charges for carrying a 
manufacturing plant not in actual use, profits or losses incurred in the 
sale of securities, charges to wipe out underwriting costs, tax refunds or 
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additional taxes, so-called extraordinary” write-downs of inventory 
and receivables—one and all might be made to profit or loss or to the 
earned surplus, depending upon the point of view of the operating man¬ 
agement or the compromise between the views of the management and 
the accountants, if outside independent accountants are on the books and 
making the audit. 

In view of the complexities introduced by surplus adjustments and 
the fact that the classification of income and surplus charges is often 
based on the whims of the management, the analyst must be on his 
guard against manipulations designed either to over- or understate earn¬ 
ings. Probably the least justification exists for charging to the surplus 
account such items as write-downs on inventories and on receivables 
when the design is to have the charge omitted from year to year and 
never applied to profit and loss. 

Credits to surplus are rarer than debits, but for consistency must 
sometimes be made. When, for example, a corporation has been putting 
charges for additional taxes through the surplus account, any unusual 
tax rebate must logically be credited to surplus. If a loss on the sale of a 
capital asset were charged to surplus, it would be only logical to credit 
a profit on the sale of some capital asset. One exception to the general 
practice of adjusting profit and loss figures occurs when an asset that 
was once written up arbitrarily is now written down. Where both the 
write-up and the write-down are book entries, they should not appear in 
the profit and loss statement. 

Tendency toward Making All Charges to Profit and Loss ,—In the years 
preceding 1937 this policy of making extraneous charges to the surplus 
account to lighten the profit and loss statement became so widespread 
that a reaction set in among accountants themselves. At a round-table 
discussion held at the annual convention of the American Institute of 
Accountants in 1937, several well-known accountants expressed their 
views rather definitely: 

William H. Bell [Haskins k Sells]: . . . Accountants as a rule countenance too 
much crediting and charging off of items directly to surplus which ought to go to 
income. We ought to make as good an effort as we can to determine a net income 
for every year, having regard to the various contingencies—set up reserves for 
them if you like—^and not go wild with respect to the equalization of profits over a 
number of years or anything of that sort. If, however, we are faced with patent 
litigation, so that there is even a reasonable possibility that we are going to have 
to pay additional taxes for prior years, soak them into the income for this year, 
unless the thing is so enormous that it is definitely going to distort the income 
results—^and that is seldom going to happen. 1 like to see a surplus account that 
is clean and that has but one credit, net income, and charges for dividends. 

Edgerton Hazard [Patterson, Teele & Dennis]: The new utilities commission 
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rules have followed out Mr. Beirs idea. The new classified accounts of public 
utilities just issued for next year have followed Mr. BelFs theory, and they require 
that current year’s adjustments of prior years’ expense items are to be thrown into 
the current year’s expenses and revenues if they don’t materially distort the 
picture from year to year, which will probably have a clarifying effect upon some 
of the surplus accounts of utilities in this state. 

David Himmelblau [David Himmelblau & Company]: ... I never did believe 
in surplus adjustments; I still don’t. I think they are the convenient device of 
many managements to prevent showing the full facts.® 

Under this theory of putting all charges through the profit and loss 
account, the effective reporting of the results of administering all of the 
assets of a business enterprise is fundamental; the basic interest is the 
over-all effectiveness of management. For example, if current recurring 
earnings reported in the income statement are satisfactory, the reader 
may miss completely the significance of a large write-off of long-accruing 
obsolescence against present surplus. He may not see the question: 
Were past statements of income reported as correctly as could have been 
expected from a discerning management? In this connection it must 
be evident that the perspective to be gained from an examination of a 
series of past income statements which are complete in their presentation 
of material facts may be very useful. ... A definite position is taken 
here to the effect that all determinants of income in the broadest senses— 
including unusual and irregular factors—should be reported in the income 
statement before the net results are passed to the stock equity of the 
balance sheet. 

This point of view is further reinforced by bulletins issued by the 
Committee on Accounting Procedure of the American Institute of 
Accountants, and by the Executive Committee of the American Account¬ 
ing Association containing considered discussions regarding this question. 
The conclusions of the Committee on Accounting Procedure of the 
American Institute of Accountants were carefully expressed as follows: 

Over the years it is plainly desirable that all costs, expenses, and losses of a busi¬ 
ness, other than those arising directly from its capital-stock transactions, be 
charged against income. If this principle could in practice be carried out per¬ 
fectly, there would be no charges against earned surplus except for distributions 
and appropriations of final net income. This is a theoretical ideal upon which 
all may agree, but because of conditions impossible to foresee, it often fails of 
attainment. . . . The committee recognizes the great importance of distinguish- 

® Round-table discussion on “Practice Problems of Accountants in Connection 
with Registration Statements,” published in The American Insiitvie of Accountants, 
Fiftieth Anniversary Celebration, pp. 320-323 (American Institute of Accountants, 
New York, 1938). 

^ Paton, W. a., and A. C. Littleton, An Introduction to Corporate Accounting 
Standards, pp. 99-100, 102 (American Accounting Association, Chicago, 1940). 
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ing between charges against income and charges against earned surplus. For the 
purposes of this statement it simply takes cognizance of the fact that such charges 
are from time to time found to be necessary, though perhaps a debatable feature 
of accounts. It approves the current tendency to discourage such charges 
wherever possible.® 

Within the general terms of this statement is a recognition of the 
fundamental importance of an accounting policy by which all costs, 
expenses, and losses, except those arising from capital-stock transactions, 
be run through the profit and loss statement. The opinion of the Execu¬ 
tive Committee of the American Accounting Association on this question, 
issued 4 months after the publication of the above statement of the 
American Institute of Accountants, is considerably stronger and more 
definite: 

For any one year the income statement should reflect all realized revenues, and all 
costs and losses written off during that year, whether or not they have resulted 
from ordinary operations. 

1. The income statement for any given period should be divided into such sec¬ 
tions as may be required to show not only particulars of revenues from and the 
expenses of the operations of the current period, measured as accurately as may 
be at the time, but also profits and losses from revenue realization and cost 
amortization not ordinarily associated with the operations of the current period. 

2. The current-operations section of the income statement should disclose 
revenues realized and operating costs, including applicable depreciation and other 
amortization of assets. This section should be subdivided or departmentalized 
to show the sources and results of each major income-producing activity and to 
furnish information helpful in the determination of trends in revenues and 
expenses. 

3. Other sections of the income statement should list in reasonable detail interest 
on borrowed money, adjusted for debt discount and premium; so-called capital 
gains and losses; extraordinary charges and credits to income, including sub¬ 
stantial adjustments which may not be attributable to the ordinary operations of 
the current year; gain or loss from the discharge of liabilities at less or more than 
their recorded amount; and income and profits taxes. 

4. Income should not be distorted or artificially stabilized by creating arbitrary 
reserves either by appropriating income or surplus or by overstating expenses in 
certain periods and subsequently charging to such reserves expenses and losses 
pertaining to succeeding periods. Earned surplus reserved for contingencies or 
for similar purposes does not lose its character as earned surplus; expenses or 
losses arising from contingencies thus anticipated should be reflected not as reduc¬ 
tions of the reserve but in the income statement of the period in which they are 
recognized. 

® Accounting Research Bulletiny No, 8, p. 2, issued by the Committee on Accounting 
Procedure of the American Institute of Accountants, New York (February, 1941). 
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5. Corporate income is not affected by the issuance, purchase, or retirement of the 
corporation’s own stock, adjustments of capital-stock accounts, or dividend 
distributions by the corporation. 

The objective of the income principle is to develop a series of income statements 
which, for the life history of the corporation, will include all gains and losses. 
To this end the income statement for each fiscal period should show not only the 
items affecting current results, but also any adjustments for gains or losses 
which may not be regarded as strictly applicable to the operations of the current 
period but which have nevertheless been first recognized in the accounts during 
the period. If net income is to have any meaning the factors influencing it must 
be isolated and given a distinct and unified expression. This is possible if all 
gains and losses are carried through a single medium to earned surplus. It is 
impossible if expense charges, losses, or income credits may be carried directly to 
surplus or to surplus reserve. This comment does not apply to operating reserves 
created by means of carefully determined charges to current operating expenses. 

In view of the emphasis given to computations of earnings per share, and to other 
measures of corporate performance, a common yardstick is needed. The fact 
that it may not be possible to measure precisely at the end of any year all costs 
which have been acquired or dissipated during that year makes it essential to 
encompass within a single statement not only the best possible measure of income 
from ordinary operations, but also gains and losses from events not always 
associated with the transactions of a single year.^ 

Adjustments to Reported Net Profits 

The accounting policies of the managements of corporations are some¬ 
times designed to minimize reported profits in good years and to enhance 
reported profits in poor years. This policy may be motivated by a 
desire to avoid public criticism and a clamor for dividends when earnings 
are high, as well as to conceal an impaired position in poor years. Since 
1937, corporations have made fewer adjustments through the surplus 
account and more directly against current operations. The improved 
earnings might partly account for this fact as well as the evolution in 
accounting theory. 

The analyst is primarily and fundamentally interested in ascertaining 
(1) the amount of net profit from normal operations of a business enter¬ 
prise, and (2) the amount of net profit after all charges, whether the 
charges are made to the profit and loss account or to the surplus account, 
as well as gross profit and operating profit. Net profit is the one final 
measure of the ability of the management to operate a business enterprise 
successfully in our economic system; it must take into consideration all 
the policies of the management. If the president of a company is able to 
show a net profit of $10,000 from operations and then loses $10,000 by 

® Bulletin entitled Accounting Principles Underlying Corporate Financial Statements^ 
June, 1941, pp. fi-7 (American Accounting Association). 
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poor investment policies, those facts should be clearly known. Such a 
management would not be so highly regarded as the management that 
earned the same profit and was able to keep a firm grasp upon those 
funds. A similar situation would be created if a management showed an 
operating profit of 820,000, but that sum was offset by a write-down in 
inventory of the same amount. Such a management would need more 
careful watching than one that earned the same profit and had no write¬ 
down in inventory. 

The last figure in the profit and loss statement, therefore, should 
never be accepted unequivocally as the absolute net profit or loss, or 
book net profit or loss, until the surplus account has been carefully 
scrutinized and all debits or credits to the surplus account used to obtain 
an adjusted net profit figure. Such adjustments were made in the study 
of the earnings, after all charges, of the Magazine Publishing Co., Inc., 
in Chap. XIX. 

ANALYSIS OF MISCELLANEOUS CHARGES 

After all charges to surplus account (except write-downs of assets 
to the extent they had previously been written up) are transferred to 
the profit and loss statement, those charges should be carefully studied. 
In the case of borderline and poor credit risks, the amount, the extent, 
and the nature of individual expenses often solve crucial operating 
policies by bringing to light those places where the management has 
unnecessarily lost or spent too much money through poor judgment. 
If substantial write-downs are taken on inventory or on receivables, 
something must be wrong with the purchasing or credit policy. Often, 
detection of the ailment becomes clear by the study of the adjusted 
profit and loss statement; the ailment may be overlooked when so-called 
extraordinary and nonrecurring charges are allowed to remain in the sur¬ 
plus account. Detection will often suggest the explanation and, at 
times, the remedy. 

Extraordinary charges should invariably be segregated and analyzed 
individually. Frequently the analyst will find that the manufacturing 
and distributing operations have been carried on intelligently and profit¬ 
ably, but the final results have been unsatisfactory because of unprofitable 
outside operations, such as losses assumed in financing a subsidiary, or 
extraordinary sums spent fruitlessly on research. The goal of maximum 
net profit will be more nearly approached by ascertaining and then 
correcting in the adjusted profit and loss statement the causes for losses 
that are out of line with sound management policies. 

DIVIDEND DISBURSEMENTS 

The amounts of net profits and dividend disbursements or withdrawals 
are of interest to the analyst as tests of managerial capacity and con- 
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servatism toward dividend policy. Since assets depreciate, operating 
expenses mount, and contingencies arise, inadequate earnings or exces¬ 
sive dividend payments may eventually destroy a sound asset structure 
as shown by the balance sheet. 

As a general rule, dividends should be paid from earnings only,^ 
but this does not mean that these earnings must be current earnings. 
If the current earnings are insuflacient, dividends may be paid from the 
accumulated earnings of prior years, that is to say, from earned surplus. 
But the facts to be taken into consideration before dividends may be 
safely paid from the net earnings vary according to the circumstances in 
each case. If the directors declare dividends which prove to have been 
illegal, they may be faced with suits to recover the money thus unlaw¬ 
fully distributed. Where a business is prosperous and collections are 
normal, cash is allowed to accumulate in the bank to meet the expected 
declaration of dividends by the directors, with very much the same 
definiteness in planning as attends the preparation to pay current bills 
before they fall due. 

As a rule, the operating management of a corporation should not 
declare a dividend unless sufficient funds are on hand or at least in sight 
to pay the dividend, in addition to its requirement of cash working 
capital. In many cases, while the earnings according to the books may 
warrant dividend payments, a dividend may be passed when the actual 
cash is not available. There are other cases in which the cash on hand 
at the moment may not be sufficient, but the business may be well 
established and the inflow of cash may be counted upon in advance of the 
actual receipts. Sometimes specific restrictions are imposed upon the 
declaration of dividends under certain circumstances, either through 
special charter provisions or through indentures accompanying senior 
issues. 

An examination of the dividend distributions of many corporations 
and the remaining surplus reveals marked differences regarding the 
accumulation of earnings and what is done with them. Among the 
several varieties of management policies in this respect are four general 
classes; dividends are paid to the last dollar after providing for moderate 
reserves; the smallest possible dividend is paid in order to accumulate 

^ There have been notable exceptions. *^In January, 1669, Colbert decided that 
it would be wise to arouse new interest in the company [lYench West India Company 
founded in 1664] by having it pay a dividend. He ordered it to pay those investors who 
had voluntarily put in at least 3,000 livres before December 1, 1665 4 per cent on their 
investment for the period from December 1, 1665 to December 1, 1668. Those who 
had put in additional sums during the period were to receive 5 per cent. To pay the 
dividend Colbert secured for the company 404,545 livres from the royal treasury. 
Thus the dividend was a governmental manipulation, rather than a commercial 
transaction.^’— Cole, Charles W., Colbert and a Century of French Mercantilismj 
Vol. II, p. 17 (Columbia University Press, New York, 1939). 
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a large surplus; between these two extremes, liberal reserves may be set 
up for every reasonable purpose, a substantial amount added to surplus, 
and all that is left distributed to the stockholders; and lastly, regular 
dividends of a certain amount, say, 5 or 6 per cent, are paid, the remain¬ 
ing profits being carried to surplus when there are any, and dividends 
paid from surplus when the current earnings are insufficient.^ 

THEORY AND PROBLEMS 

1. How would you describe the capital of a corporation that has an issue of 100,000 
shares of common stock of no-par value, but a stated value fixed by the board of 
directors of $5 per share and an excess over liabilities of $1,500,000? 

[A.I.A. Examination] 

2. State your opinion of each of the following two conditions of a corporation, suggest¬ 
ing any changes, with your reasons, that you beheve necessary. 

o. A competent appraisal of the property accounts was made in year A and the 
current values thus reported were set up on the books and carried at these 
higher values in its published statement as of the end of the fiscal year; 
h. In setting up the appreciated values on the books, a charge was made increasing 
the property account values, and a credit in like amount entered to SurpluSf the 
only account of this nature used by the corporation in its record keeping. 

8* Give four ways in which capital surplus may arise. Describe one way in detail. 

4 . During the first quarter of this century, the theory was widespread that the net 
profit finally shown in the profit and loss statement should represent net profit from 
operations. Discuss the pros and cons of this theory. 

6. At the present time, the theory seems to prevail that the net profit finally shown m 
the profit and loss statement should be after all charges. Discuss this theory, point¬ 
ing out the effect upon the reconciliation of surplus. 

6. If extraordinary and nonrecurring credits and debits appear in the surplus state¬ 
ment, why should adjustments be made in the profit and loss statement by including 
these particular items, before determining the net profit figures? 

* Stockwell, Herbert G., How to Read a Profit and Loss Statement^ p. 199 (The 
Ronald Press Company, New York, 1927). 
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7. Below 18 an Income Statement and Earned Surplus of a manufacturer of paints and 
varnishes. The income statement discloses Net Profit for Year of $1,362^40. In your 
opinion, is this amount the correct net profit for the year? If not, adjust the income 
statement so that the final figure will be the correct net profit for the year. 

Income Statement 
For Year Ended December 31, 19— 

Gross Profit from Sales, before Deducting Depreciation. $2,673,068 

Selling, Administrative, and General Expenses, excluding 

Depreciation. 453,629 

Operating Profit before Deducting Depreciation. $2,219,439 

Other Deductions, less Other Income. 6,887 

Profit before Depreciation and Federal Taxes. $2,212,552 

Provision for Depreciation. 548,814 

Profit before Provision for Federal Taxes. $1,663,738 

Provision for Federal Income and Profits Taxes 

Normal Income Taxes. $ 284,590 

Excess-profits Tax. 7,979 

Surtax on Undistributed Profits. 8,429 

300,998 

Net Profit for Year. $1,362,740 


Earned Surplus 

Balance—Jan. 1, 19—. $3,174,028 

Add: 

Net Profit for the Year. $1,362,740 

Reduction of Reserve for Loss on Bank Claims. 2,950 

Capitalization of Items Disallowed as Repairs by Revenue 
Agent, less Provision for Depreciation in prior years... _ 7,32 5 

1,373,015 

$4,547,043 

Deduct: 

Creation of Reserve for Revaluation of Plant not used in 

business. $ 27,815 

Net Adjustment of Taxes for prior years. 4,664 

Net Adjustment of Expenses pertaining to prior years... 7,572 

Dividends Paid in Cash on Common Stock. 1,500,000 

1,540,051 

Balance—Dec. 31, 19—. $3,006,992 





















PART VII 
Synthesis 



Jr ART VII consists of one chapter. Here 
the avihor has given what might he termed the philosophy 
behind the financial statement^ and a summary of mare 
recent evoluiion in accounting principles and practices. 
The financial statement is not an absolute reality; it is 
based on recorded facts^ so-called accounting conven- 
tionsf* and personal judgment. How these factors affect 
the values at which items are recorded in balance sheets is 
explained. A method^ a technique of understanding and 
interpreting financial statements is necessary because of the 
inadequacy of accountancy; balance sheets often contain 
values which have no relation whatsoever with actual current 
economic values. Here is the reason^ within the very 
practice of accountancy itself ^ why the basis of the valuation 
of many items such as inventory, investments, and mis¬ 
cellaneous receivables must be known before it is possible 
to make a sound analysis. The influences toward the 
creation of accounting standards and increased uniformity 
in accounting practice by such well-known institutions as the 
New York Stock Exchange, the Board of Governors of the 
Federal Reserve System, the American Institute of Account¬ 
ants, the American Accounting Association, and the Securities 
and Exchange Commission are outlined. The authoritative 
publications of these organizations in recent years have had 
great influence on the practice of accountancy and the evolur- 
lion of accounting standards. The principal publications 
are four in number: Verification of Financial Statements, 
Examination of Financial Statements by Independent 
Public Accountants, A Statement of Accounting Principles, 
and Accounting Principles and Standards. 



CHAPTER XXIV 


RECENT EVOLUTION IN ACCOUNTANCY THEORY AND 

PRACTICE 

‘‘It has been asserted . . . that an ideal condition for the practice 
of accountancy would be one under which the economic value of any 
asset was easily ascertainable at any time. It has also been asserted 
that, under this condition, the ideal aim of accountancy should be to 
exhibit all profits and losses in a profit and loss statement. But the 
circumstance remains that the ideal condition . . . does not in fact 
prevail.’’^ In other words, under these ideal conditions, every asset— 
cash, receivables, merchandise, investments, real estate, buildings, 
machinery, furniture, fixtures, miscellaneous receivables—would be 
carried in the balance sheet at its actual current economic value. 

The fact that many assets are not so valued is one of the basic reasons 
for the need of analyzing financial statements. The first step in that 
practice, as has been pointed out, is to ascertain as nearly as possible 
the current, going, economic value of items that might have values 
higher or lower than the figures at which they are carried in the balance 
sheet. The analyst must ascertain many factors behind the scenes if 
he is to learn the real value of such items as investments^ investments in 
and advances to subsidiaries and affiliates, miscellaneous receivables, due 
from officers and directors, and at times the accounts and notes receivable. 
Assets do not represent current economic values because “balance sheets 
and income accounts are largely the reflection of individual judgments,” 
frankly explained George 0. May, until recently one of the leaders in 
the interpretation of accounting theory, and “their value is therefore to a 
large extent dependent on the competence and honesty of the persons 
exercising the necessary judgment.”^ 

RELATIVITY OF FINANCIAL STATEMENTS 

In a subsequent study, George 0. May elaborated on these intangible 
features which play such a great part in present-day accountancy. 
He wrote, “ ... It seems to me fundamentally important to recognize 

1 MacNeal, Kenneth, Truth in Accounting, p. 182 (University of Pennsylvania 
Press, Philadelphia, 1939). 

* May, George 0., Audits of Corporate Accounts, p. 8, Correspondence between 
the Special Committee on Cooperation with the Stock Exchanges of the American 
Institute of Accountants and the Committee on Stock Lost of the New York Stock 
Ex<diange, 1932-1934. 
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that the accounts of a modem business are not entirely statements of 
fact; but are, to a large extent, expressions of opinion based partly on 
accounting conventions, partly on assumptions, explicit or implicit, 
and partly on judgment. As an English judge said many years ago 
when business was far less complex than it is today, ‘The ascertainment 
of profit is in every case necessarily a matter of estimate and opinion. 

The relativities of values expressed in balance sheets and in profit and 
loss statements are rarely realized by the typical layman and stock¬ 
holder, or by many bankers, credit men, and analysts, most of whom 
assume that these values are definite and absolute. This illusion of 
absoluteness has been encouraged by the very appearance of the balance 
sheets and profit and loss statements distributed by the millions each 
year to stockholders and to creditors, financial statements in which £dl 
items, until very recently, have been carried out to the cent, giving an 
• appearance of great exactness.^ As explained in earlier pages of this 
volume, the nature of these financial statements has been admirably and 
frankly summarized on traditional ground by the American Institute of 
Accountants: 

Financial statements are prepared for the purpose of presenting a periodical 
review or report by the management and deal with the status of the investment 
in the business and the results achieved during the period under review. They 
reflect a combination of recorded facts, accounting conventions, and personal 
judgments; and the judgments and conventions applied affect them materially. 
The soundness of the judgments necessarily depends on the competence and 
integrity of those who make them and on their adherence to generally accepted 
accounting principles and conventions.® 

In this carefully worded summarization of the nature of financial 
statements, figures used in balance sheets and in profit and loss state¬ 
ments are qualified as to their absolute exactness by three premises. 
These figures are based upon a “combination of recorded facts^^; they 
are valued in accordance with “accounting conventions”; and their 
monetary size is determined by “personal judgments.” Let us see in 
specific terms, not in generalities, exactly how these premises apply to 
particular items. 

* May, George 0., Twenty-five Years of Accounting Responsibilityj 1911-1936, 
Vol. II, p. 52 (American Institute Publishing Co., Inc., New York, 1936). 

® Since 1927 the Bethlehem Steel Corporation has omitted cents from the audited 
financial statements contained in its annual corporate reports to stockholders. This 
policy has since been followed by an increasing number of nationally known corpora¬ 
tions; Gulf Oil Corporation (1936), Standard Oil Co. of New Jersey (1938), Consoli¬ 
dated Edison Corporation (1939), General Foods Corporation (1939), Ingersoll Rand 
Company (1939), and United States Steel Corporation (1939). 

^ Examindiion of Financial Statements by Independent Public AccourdantSj p. 1, 
bulletin prepared and published by the American Institute of Accoimtants, 1936. 
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Recorded Facts 

Among the items whose values are carried in financial statements largely 
on the basis of recorded facts are cash on hand, cash in bank, the face 
value of notes receivable, accounts receivable, cost value of fixed assets, 
amount of notes payable, accounts payable, interest payable, the volume 
of gross sales, returns of merchandise, net sales, cost of merchandise, 
rent, wages, and salaries. The amount at which each one of these 
specific items is carried in a financial statement is based upon recorded 
historical events, upon transactions that have actually taken place and 
that have been carefully recorded in the books of account in the exact 
dollar-and-cent values of a certain time, or over a certain period of time. 

Accounting Conventions 

Although fixed assets are generally carried on the books at cost, plus 
improvements and less depreciation, that is, on the basis of recorded 
facts, that basis often provides a figure that is higher or lower than the 
current economic value. A piece of real estate and a building might 
have been purchased for $50,000 five years ago and that figure presumably 
represented a fair economic value at the time. Today, that piece of 
real estate and building might be carried on the books at $46,000; the 
fair market value of the property might be $56,000, or $36,000. The 
value of a building and the site on which it stands is assumed to be 
the aggregate of the value of the land and the cost of reproduction, less 
depreciation, of the building. The land, as Henry George has so strik¬ 
ingly explained, might increase, however, in economic value because it 
happens to be located at the intersection of two increasingly busy thor¬ 
oughfares. In such a situation, the true aggregate value of the property 
might come to be the value of the land, less the probable cost of removing 
the building. 

This practice by which items are carried on the books at figures 
different from the actual economic values at the date of a financial state¬ 
ment is the result of what is known as an accounting convention and 
represents one of the limitations to existing accountancy. It is also an 
accounting convention in most lines of industry and commerce, outside 
the cutting-up textile trade, for the accountant to rely upon his client's 
certificate for the value of the inventory on the statement date, or to 
verify the correctness of quantities and prices, but not of grades or 
conditions. Many accountants who specialize in the cutting-up textile 
trades in New York have an intimate knowledge of the value of piece 
goods of various constructions and of dresses, coats, and suits; they 
actually verify grades and conditions, as well as quantities and prices. 

In small business enterprises the valuation of assets based on account- 
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ing conventions or premises is of relatively little significance. As busi¬ 
nesses grow in size and invest substantial sums in plants or in retail 
stores, this premise grows in importance. If a plant is closed, its valua¬ 
tion on the books remains unchanged except for added depreciation. 
The properties of some retail enterprises increase in value as the neighbor¬ 
hood becomes more important; in other cases the values drop. In both 
situations the properties are invariably carried at cost plus improvements 
less depreciation. In the first situation, the property is undervalued in 
the balance sheet; and in the second situation, overvalued. 

As corporations grow in size and sell securities to the public, deter¬ 
mining what portions of the values of certain so-called fixedassets 
are used up as expense in each fiscal period and what portions are carried 
forward to the next accounting period in the balance sheet becomes a 
fundamental problem. This is no simple matter when applied to vast 
amounts of fixed assets, and, according to our existing accounting prin¬ 
ciples, it is based on conventions. In other words, each individual item 
of fixed assets, real estate, building, each piece of machinery, equipment, 
tools, furniture, and fixtures, is not appraised separately each year. 
Instead, depreciation is taken on each class of fixed assets, except land, 
on a different schedule and charged to expense for each accounting period. 
This depreciation is now deducted from the recorded value of the asset 
to which it applies, to determine the ‘^conventionar^ value for the balance 
sheet. 

In 1876 the Supreme Court stated that the public rarely ever took 
into account the depreciation of the buildings in which the business is 
carried on,^' and in 1878 it supported the government in a claim that a 
railroad company should not be allowed to include a depreciation charge 
in operating expenses, claiming that ‘^only such expenditures as are 
actually made can, with any propriety, be claimed as a deduction from 
earnings.’^ In 1909 the Court reversed its earlier opinion: ^‘Before 
coming to the question of profit at all, the company is entitled to earn a 
sufficient sum annually to provide not only for current repairs but for 
making good the depreciation and replacing the parts of the property 
when they come to the end of their life.^’® It is easy to see that account¬ 
ing conventions based on either Supreme Court decision would greatly 
influence the practice of accountancy. 

Personal Judgments 

Financial statements prepared by someone within a business organization 
may conceivably present a far different result from that which would be 
found by an independent, experienced, certified public accountant."^ 

® Twenty-five Years of Accounting Responsibility^ 1911-1936, Vol. II, p. 207. 

^ According to regulations of the Securities and Exchange Commission, ‘‘An 
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Accountants, themselves, depending upon their policy, training, experi¬ 
ence, and practice, may differ in how they would report the condition of 
a particular business concern as of a given date.® At times, accounting 
firms have had an employee who has performed his work in an unfprtu- 


accountant will not be considered independent with respect to any person [business 
enterprise] in whom he has any substantial interest, direct or indirect, or with whom 
he is, or was during the period of report, connected as a promoter, underwriter, voting 
trustee, director, officer, or employee/'—Regulation S-X, Rule 2-016, p. 3, Oct. 16,1944. 

* In 1934, a nationaUy known firm of public accountants stood suit for what the 
plaintiff considered were unique practices in classifying the assets of G. L. Miller & 
Co., Inc. The firm was acquitted because fraud was not actually proved. The 
defendant, it was charged, had prepared a false and misleading financial statement 
which G. L. Miller & Co., Inc., had used as a sales argument in selling preferred stock 
to the public. The suit was concerned primarily with two items in a balance sheet 
dated Aug. 31, 1925, after giving effect to the sales of $3,000,000 par value 8 per cent 
preferred stock. In September, 1926, 13 months after the statement date, the cor¬ 
poration was adjudicated bankrupt. Its assets were insufficient to pay the allowed 
claims of creditors, and investors who had purchased the preferred stock lost their 
investment in their entirety. The business of G. L. Miller & Co., Inc., consisted of 
underwriting mortgage bonds on real estate, usually on buildings to be constructed, 
acting as trustee under the mortgage indentures, and selling the bonds to the public. 
The common course of the business involved three agreements: an underwriting 
agreement under which G. L. Miller & Co., Inc., purchased the mortgagor's bonds; 
a trust indenture under which G. L. Miller & Co., Inc., as trustee was to receive from 
the mortgagor in equal monthly installments sums sufficient to enable it to pay semi¬ 
annually to the bondholders the yearly interest, the Federal income tax thereon (up 
to 4 per cent), and the amount required for annual redemption of the bonds, which 
matured serially; and a disbursing agreement, under which G. L. Miller & Co., Inc., 
agreed to advance the amount of the mortgage loan as construction progressed. For 
the money thus advanced G. L. Miller & Co., Inc., depended upon the sale of mortgage 
bonds. At the time of the audit in question, G. L. Miller & Co., Inc., had received 
from mortgagors funds totaling approximately $1,377,000 for interest, income tax, 
and bond-redemption payments due under the trust indentures. These funds were 
held by the company as trustee for the bondholders but were commingled with its own 
cash, which was carried in the balance sheet at the figure of $4,663,099.93 after giving 
effect to the new financing. There is no doubt that it was the duty of the accountant 
to show clearly that $1,377,000 of this sum did not belong to G. L. Miller & Co., Inc. 
The issue which came before the jury, however, was not whether the balance sheet did 
or did not give a false impression, but whether any such false impression of financial 
condition had been intentionally created, and on that point the defendant was 
acquitted. This case is mentioned merely to show how accounting practices have 
differed among accounting firms and how a few pertinent words omitted from a balance 
sheet may give an analyst an incorrect impression of the figures.— 0*Connor v. Ludlam 
et al. (1937) 92 Federal Reporter (2d) 50. 

In an examiner's report prepared for the Securities and Exchange Commission in 
June, 1938, a nationally known firm of accountants was charged with “casuistry" in 
its defense of its alleged failure to “present fairly the financial position of the Missouri 
Pacific Railway Company." Testimony of several accountants and the hearings 
supported the views of the examiner's report .—Release No. 2325 of the Securities and 
Exchange Commission, Dec. 6, 1939. 

In August, 1938, the Securities and Exchange Commission brought charges that 
the Alleghany Corporation had made “false and misleading statements as to its assets, 
liabilities, profit and loss and surplus accounts" in its financial statements for the 
years 1934 to 1937, inclusive. These charges were substantiated in the final report 
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nately inefficient and ineffective manner.® There have also been cases 
where accountants have seemed to miss or to overlook vital information 
in the preparation of their audit or in their examination of financial 
statements.^® 

Even though the intentions of operating managements and of account* 
ants are of the best, the human quality of judgment plays an unconscious 
part. Very different conclusions are frequently reached by perfectly 
honest and capable individuals on the same basis of physical facts. Let 
us see how judgment enters into the estimation of three items—^the valua- 

of the Commission.— Release No. 2423 of the Securities and Exchange Commission^ 
Mar. 1, 1940. 

On Aug. 5, 1942, the Commission issued a voluminous report of 110 pages con¬ 
taining its detailed findings and opinions concerning the figures of the Associated Gas <& 
Electric Company, as audited over the years by a well-known firm of public account¬ 
ants. In this most extensive report, the accountants were bitterly condemned for 
certifying “obviously manipulated ” financial statements. These financial statement's 
were “marked by the paucity of the information disclosed and by failure to reveal 
significant circumstances necessary so that the information might be properly evalu¬ 
ated. . . . We are left with the feeling that the principal purpose of the company was 
not to disclose frankly, but to mystify, bafiSe, mislead, and conceal, and that the audits 
and certificates of the accountants did nothing to prevent the accomplishment of that 
purpose.*'— Release No. 3285A of the Securities and Exchange Commission^ Aug. 5, 
1942. For an interesting interpretation of this release of the Securities and Exchange 
Commission, which marks a milestone in thoroughness and significance, see Your 
Investments, Vol. 3, No. 9, September, 1942. 

• In Feb., 1938, it was disclosed that the tangible net worth of the Interstate 
Hosiery Mills, Inc., had been arbitrarily and whimsically inflated over a period of years 
to somewhat over $1,000,000 by a senior supervising accountant of a firm of accountants, 
who had been in charge of auditing the books of the corporation for many years.— 
Release No. 2048 of the Securities and Exchange Commission, Mar. 22, 1939. 

In December, 1938, the fantastic situation came to light where the assets of the 
well-known wholesale distributor of drugs, druggists' supplies, and liquor, McKesson & 
Bobbins, Inc., had been inflated progressively over a period of years to reach the 
rather substantial figure of approximately $21,000,000. For full details see the 
501-page Report on Investigation in the Matter of McKesson & Robbins, Inc., published 
in December, 1940, by the Securities and Exchange Commission pursuant to Section 
21a of the Securities Exchange Act of 1934. The ensuing spontaneous reaction to 
this unusual situation burst forth in criticism of the methods of accountancy and the 
relationship of accountants to operating managements. 

The financial affairs of each of the corporations mentioned in the footnotes imme¬ 
diately preceding had been audited by well-known accounting firms for many years. 
The value of auditing services w^s questioned, if the routine was so loose or per¬ 
functory as not to disclose unusual situations for the protection of creditors and 
investors. Investigations into the customary practices of accountancy were under¬ 
taken separately by the Securities and Exchange Commission (published in an exten¬ 
sive study of 638 pages entitled Testimony of Expert Witnesses in the Matter of McKes¬ 
son & Robbins, Inc., September, 1939), the attorney general of the State of New York, 
the American Institute of Accountants, the New York Society of Certified Public 
Accountants, groups of bankers, and groups of credit men. Most of these investiga¬ 
tions were undertaken to learn whether balance sheet examinations as currently con¬ 
ducted would disclose collusive fraud. No such conclusion was reached. It is evi¬ 
dent, however, that standards of accounting practice are based upon the training, 
experience, and the individual judgment of respective accountants, and that the 
effective influence of business management upon so-called “independent" publio 
accountants varied widely. 



EVOLUTION IN ACCOUNTANCY THEORY AND PRACTICE B97 


tion of inventory, the determination of a reserve for bad debts, and the 
determination of the rate of depreciation to be used on the various 
divisions of the fixed assets. 

Valuation of Inventory ,—On page 295, Chap. XI, is a schedule of five 
items that make up a hypothetical inventory. It was shown in that 
chapter that the inventory could be valued at several different figures 
and still be carried at “cost or market whichever is lowerdepending, 
first of all, upon whether individual items or the inventory in the aggre¬ 
gate was valued at the lower of cost or market. Some person's judgment 
decides which technique and, consequently, which value should be used. 

In the continued discussion in Chap. XI, it was learned that the 
inventory could be carried at cost or market, whichever is lower, and still 
have widely different valuations depending upon the method of computa¬ 
tion—first-in first-out, base stock, retail method, standard cost, or last- 
in first-out. In every case, someone must decide which method of 
valuation will be used; that particular method will affect the valuation 
of the inventory in the balance sheet, the cost of goods sold, and hence 
the net profit in the profit and loss statement. 

Reserve for Bod Debts ,—The amount of reserves to be set up for bad 
debts is likewise an exercise of judgment alone. Someone familiar with 
the receivables must examine every item that is past due, study the credit 
file on each account, and on the basis of that information decide whether 
a reserve should be set up against all or part of each account. If six 
different men independently should make the same study, each would 
suggest a different reserve for bad debts. 

Depreciation ,—When it comes to depreciation, judgment enters into 
two necessary decisions: first, the rates of depreciation to be used on the 
various types of fixed assets subject to depreciation, and second, the 
method of depreciation to be used. The rate of depreciation, which 
is based upon the useful life expectancy of an asset, is an engineering 
rather than an accounting problem. Useful life expectancy in itself is a 
generality. A toggle press might wear out within 3 years at one plant 
and last 20 years in another. 

The method of depreciation selected will give different values to assets 
over the years and different charges to the profit and loss statement, 
even though the same life expectancy is used. These methods might 
vary from straight-line depreciation, which is most commonly employed 
by industrial concerns, to the sinking fund method, the fixed percentage 
of diminishing value method, or depreciation based upon output or the 
number of hours a machine is in operation. 

EVOLUTION IN ACCOUNTING PRINCIPLES 

As has been stated, accountancy in the United States is a profession 
of relatively recent origin, the first important accounting firm having 
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been organized in 1883, and the first provision for the certification of 
accountants having become a law in New York State in 1896. Progress 
toward more uniform accounting, with a steadily increasing degree of 
reliability, has been made in the past two decades as a result of campaigns 
of education and enlightenment carried on by bankers, trade associations, 
credit men’s associations, professional accounting organizations, the 
Board of Governors of the Federal Reserve System, and the Securities 
and Exchange Commission. 

While many sources have been interested in and have exerted their 
influence toward the progressive improvement in the practice of account¬ 
ancy, probably the Renaissance of more recent years in this vital broad 
subject was due more to William Z. Ripley than to any one other individ¬ 
ual. With his wide practical interest in economics, he had no hesitancy 
in pointing out in unmistakable terms the unsound misleading accounting 
practices followed by the active managements of many railroads. “ 
Gradually his interest broadened into the field of accountancy as reflected 
in the annual reports of managements of industrial corporations to their 
stockholders, culminating in the critical citation of extracts from the 
figures of representative corporations whose securities were listed on 
the New York Stock Exchange.^* There seems little doubt that the 
violent but logical exposures of misleading practices that received such 
wide publicity from Ripley’s pen, together with his suggestion that an 
agency of the Federal government ‘‘address itself vigorously to the matter 
of adequate and intelligent corporate publicity,” provided the basis, 
along with the stock-market crash of 1929, for the eventual legislation 
creating the Securities and Exchange Commission. 

Sources of Influence on Accountancy 

There is a widespread feeling in the profession that an accountant, like a 
doctor, should be allowed to perform his work in his own way. Account¬ 
ants have strongly supported their right to place their individual interpre¬ 
tation upon accounting problems, and to treat their relations with clients 
on a strictly confidential basis, failing, to a degree, to realize that their 
very actions are of much wider interest to creditors, stockholders, 
investors, speculators, employees, and the public. In a very broad way, 
accountants are trustees of business knowledge and information. They 
should be, and many accountants are, in fact, the very practical every¬ 
day philosophers of business activity. Specific progress away from this 

Ripley, William Z., Railroads Finance & Organization (Longmans, Green and 
Company, New York, 1915). 

Ripley, William Z., ‘^Stop, Look, Listen!*' in Atlantic MorUhlyy September, 
1926. This and other supplementary essays were subsequently published in the 
volume. Main Street and Wall Street (Little, Brown & Company, Boston, 1927). 
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extremely liberal individualistic interpretation of the treatment of prob¬ 
lems toward more uniform accountancy standards and principles has 
been made over the years by five institutipns, the New York Stock 
Exchange, the Board of Governors of the Federal Reserve Systeni, the 
American Institute of Accountants, the American Accounting Associa¬ 
tion, and the Securities and Exchange Commission. Evolution in this 
direction has been slow but sustained. 

New York Stock Exchange .—^The recognized bulwark of American 
conservatism, the New York Stock Exchange, particularly prior to the 
organization of the Securities and Exchange Commission, had made 
basic contributions toward uniformity in accountancy practice. The 
New York Stock Exchange was in a unique position to insist upon coop¬ 
eration from the managements of corporations whose securities were 
listed on the Big Board. The establishment of certain standard account¬ 
ing policies under such leadership had widespread effect. 

In 1900, for example, the National Tube Company, in its application 
to list both its 7 per cent cumulative preferred stock and its common 
stock, agreed to publish at least once in each year proper detailed 
statements of its income and expenditures, also a balance sheet giving a 
detailed and accurate statement of the condition of the company at the 
close of its last fiscal year.'^ Here was the creation of a basic precedent. 
It showed the awakening interest of the management of the New York 
Stock Exchange in accountancy; ‘‘proper detailed statements of its income 
and expenditures,’^ and a “balance sheet giving a detailed and accurate 
statement,” implied the recognition that accounting principles of some 
kind were coming gradually into existence. A consciousness of method 
was being created. The layman did not realize that far-reaching prin¬ 
ciples were being created by these decisions, by these agreements between 
the New York Stock Exchange and representative corporations. The 
stockholder was to be entitled to at least a minimum of essential informa¬ 
tion; if that minimum tended toward some standard, the road of the 
analyst would become less rocky. 

This agreement applied only to the National Tube Company. It did 
not apply to corporations whose securities were already listed or traded 
on the New York Stock Exchange. It was the practice, however, to 
incorporate such new requirements in the succeeding agreements with all 
corporations that made application to list additional securities, so that 
the influence of innovations of this character became cumulative. By 
1900, when this agreement was made with the National Tube Company, 
the New York Stock Exchange had been in existence 108 years, but only 
in the years immediately preceding 1900 had the need of some degree of 
standards in accountancy become even faintly recognized. 

The Niagara Falls Power Company in 1910 agreed to publish quar- 
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terly income statements,^’ and in 1926 the Exchange announced that 
corporations whose stocks were listed in the future must agree to publish 
quarterly statements of earnings. In 1916, the General Motors Corpora¬ 
tion agreed ‘Ho publish semiannually beginning June 30, 1917, a con¬ 
solidated income account and balance sheet,^’ the first agreement of this 
kind to call for extensive interim financial information from any listed 
industrial corporation. In the following year, the American Smelting 
and Refining Company signed a similar agreement. 

In 1930, after several public utility holding companies, under the 
tacit approval of accounting firms, had taken into earnings stock divi¬ 
dends of subsidiaries at market value, the New York Stock Exchange 
made its first specific ruling on accountancy practice, that a corporation 
should not itself take up or permit any subsidiary, directly or indirectly 
controlled, to take up as income stock dividends received at an amount 
greater than that charged against earnings, earned surplus, or both 
of them. Here was a fundamental accounting pronouncement that 
would have to be followed by accounting firms auditing the figures of cor¬ 
porations where securities were listed on the New York Stock Exchange. 
It was followed. 

When it was discovered in 1933 that the Allied Chemical and Dye 
Corporation was taking into earnings, over the certificate of a certified 
public accountant, dividends on its own treasury stock, the Exchange 
declared through its president that it was improper for a corporation to 
increase its income by including therein dividends on its own stock, and 
this, of course, would be particularly true where the dividends paid were 
not fully earned. An individual can hardly give himself something! 
Neither can a corporation! 

Since July 1, 1933, independent audits have been required from all 
corporations that have applied to the New York Stock Exchange for 
the listing :of their securities. This date was a little late, as the Securities 
and ExcJhange Commission was just around the corner. . 

Board of Governors of the Federal Under the authority 

of.:the Federal;J8^s^i::vel'Act of J9J3,.^.t^^ Federal Reserve banks were 
organized. Among the powers accorded to the. Federal Reserve banks 
was the privilege of rediscounting commercial paper as defined by law 
for member banks, and under such supplementary rules and regulations 
as might be drawn up by the. Federal Reserve Board. When offering 
commercial paper for discount, the member bank sent along with the 
promissory note the balance sheet, and also, if readily available, the 
profit and loss statement of the maker of the note, so that the Federal 

ScHTJLTz, Birl E., Stock Excfuinge^PxF^'^^^ P* 1® (New York Stock Exch^ge 
Institution, 1936). " ' ' • .. 

• p. 20. • . . /. ... ... . . , . . 
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Reserve bank receiving the application would have information upon 
which to analyze the financial strength of the original borrower. 

The Federal Reserve System was organized several years after James 
G. Cannon had stressed in his speeches, over and over again, the impor¬ 
tance to banking institutions of developing and using financial statement 
blanks to obtain more accurate financial information. The Federal 
Reserve Board had an immediate natural interest in the development of a 
practical comprehensive balance sheet form as described in Chap. I for 
its own use, as well as for the extensive use of member banks. From its 
strategic position in our economy, it also had a deep interest in the 
development of somewhat more uniform methods to be used in the 
preparation of balance sheets, so that the analyst would have more uni¬ 
formly reliable information on which to base his interpretation of business 
figures. 

The April, 1917, number of the Federal Reserve Bulletin published 
by the Federal Reserve Board contained an article Uniform Accountsj 
which represented a significant milestone toward more uniform account¬ 
ing practice. This article listed the minimum tentative requirements 
to be followed by an accountant in the verification of financial statements. 
It also contained a condensed statement of accounting principles and 
rules applicable to certain specific items in financial statements and gave 
suggested forms for the presentation of balance sheets and profit and 
loss statements. These proposals had been developed by the American 
Institute of Accountants and had been approved by the Federal Reserve 
Board after several conferences. Representatives of the Federal Trade 
Commission also attended these conferences. 

In the following year, this article was republished by the Federal 
Reserve Board in the form of a pamphlet bearing the more explanatory 
title. Approved Methods for the Preparation of Balance Sheet Statements. 
The preface to this enlightening and forward-looking, condensed study 
of 21 pages explained, ... It is recognized that banks and bankers 
have a very real interest in the subject, because they are constantly 
passing upon credit based upon statements made by manufacturers or 
merchants. It is quite as much of vital interest to merchants and manu¬ 
facturers, because they realize that credit sometimes suffers by reason of 
losses incurred by bankers through credits given to merchants and manu¬ 
facturers whose statements do not correctly reflect true conditions. 
Lastly, it is of immense importance to auditors and accountants, because 
they have a professional as well as a practical interest in having the 
character of their professional work formulated and standardized. 

The pamphlet was submitted by the Federal Reserve Board for the 
consideration of banks, bankers, and banking associations, merchants, 
manufacturers, and associations of accountants. The suggestions which 
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this pamphlet contained received wide circulation, attention, and acclaim, 
as it was the first authoritative guide to the minimum procedure to be 
followed by public accountants in the United States in the verification 
of figures in financial statements. It was, however, only a beginning. 
In May, 1929, the study was completely revised and republished by the 
Federal Reserve Board, this time under the title of Verification of Finan¬ 
cial Statements. It is evident from these two early studies toward more 
uniform and minimum standards of accounting that the contribution of 
the Federal Reserve Board by sponsoring this study was considerable. 

American Institute of Accountants. —In a round-table discussion on 
the subject of more uniform accountancy held in 1937 by the American 
Institute of Accountants, one accountant summarized the possibilities 
succinctly: ^^It seems to me that while it is desirable to have standardiza¬ 
tion, we must standardize on one basis—telling a story clearly and telling 
it truly. As far as expressing the affairs of a corporation is concerned, 
standardization can be along just four lines, it seems to me: First, the 
general form of a statement; second, the arrangement of statements; 
third, the terms in which statements are expressed; and fourth, the 
method of arriving at the values shown thereon.^^^^ 

Unlike this quotation, the pronouncements of many accountants have 
been more in the nature of justifying the status quo with existing variable 
practices and policies. There is also logic in these views. The classic 
interpretation of this character, pointing out the difficulties inherent in 
accounting practice of big business in 1932, compared with the practice 
in the typical business enterprise 50 years earlier, appeared in a report 
prepared by a committee of the American Institute of Accountants: 

In an earlier age, when capital assets were inconsiderable and business units in 
general smaller and less complex than they are today, it was possible to value 
assets with comparative ease and accuracy and to measure the progress made 
from year to year by annual valuations. With the growing mechanization of 
industry, and with corporate organizations becoming constantly larger, more 
completely integrated and more complex, this has become increasingly impracti¬ 
cable. From an accounting standpoint, the distinguishing characteristic of 
business today is the extent to which expenditures are made in one period with 
the definite purpose and expectation that they shall be the means of producing 
profits in the future; and how such expenditures shall be dealt with in accounts is 
the central problem of financial accounting. How much of a given expenditure 
of the current or past year shall be carried forward as an asset cannot possibly 
be determined by an exercise of judgment in the nature of a valuation. The task 

Crantoun, William D., Round-table discussion on the subject “To What 
Extent Can the Practice of Accounting Be Reduced to Rules and Standards?” held 
Oct. 19, 1937, included in the volume, The American Institute of Accountants, Fiftieth 
Anniversary Celebration, p. 260 (American Institute of Accountants, New York, 
1938). 
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of appraisal would be too vast, and the variations in appraisal from year to year 
due to changes in price levels or changes in the mental attitude of the appraisers 
would in many cases be so great as to reduce all other elements in the computa¬ 
tions of the results of operations to relative insignificance.^® 

Accountancy, after all, is not an absolute science with immutable 
laws but a relative one with inherent limitations. Every balance sheet 
^‘is, as judicial authorities have recognized, necessarily a matter of 
estimate and opinion, and in some cases the limits of a reasonable differ¬ 
ence of opinion may be fairly wide.’^^^ It is the width of this difference 
of opinion that progressives in this field have been anxious to reduce. 

The revised pamphlet published in May, 1929, by the Federal Reserve 
Board under the title of Verification of Financial Statements was now 
restudied and revised by the American Institute of Accountants, to con¬ 
form to improving accounting practices. In January, 1936, this enlarged 
pamphlet was published under the title of Examination of Financial 
Statements by Independent Public Accountants, This pamphlet pre¬ 
scribed the minimum procedure to be followed in the verification of 
figures and in the form of presentation of the results, both, however, 
being sufficiently flexible to require the exercise of individual judgment 
as to procedure in verification of financial data and as to the most appro¬ 
priate form of presentation. A more elaborate Statement of Accounting 
Principles, the work of three men, Thomas H. Sanders, Henry R. Hat¬ 
field, and Underhill Moore, was published by the American Institute of 
Accountants in 1938. While this publication has not met with universal 
acceptance and its revision has been contemplated by the Institute, the 
statement represents a material contribution in the formulation and 
study of accounting principles. These studies are discussed briefly a 
little later in this chapter. 

In May, 1939, a special committee of the American Institute of 
Accountants on auditing procedure issued a report that has become 
known as Extensions of Auditing Procedure, This report was modified 
somewhat and then approved by the membership in September, 1939. It 
dealt with four significant aspects of auditing procedures: (1) examination 
of inventories, (2) examination of receivables, (3) appointment of inde¬ 
pendent certified public accountants, and (4) the form of independent 
certified public accountants’ report. 

Report of Committee of American Institute of Accountants on Cooperation 
with Stock Exchanges on Value and Limitations of Corporate Accountants and General 
Principles for Preparation of Reports to Stockholders, George O. May, chairman, p. 4, 
Sept. 22, 1932. 

May, George O., A lecture given at Northwestern University, Chicago, lU., on 
Jan. 11, 1932, entitled **The Accountant and the Investor,’^ Twenty-five Years of 
Accounting Responsibility, Vol. 1, p. 6 (American Institute Publishing Co., Inc., 
New York, 1936). 
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Although many accounting firms for years prior to 1939 had made 
observation or tests of physical inventories and had obtained independent 
confirmation of receivables in the examinations of financial statements, 
this report in effect made such procedures mandatory where ^‘practicable 
and reasonable/' These procedures have been extended since October, 
1942, to require disclosure of their omission in the independent account¬ 
ant's report “regardless of whether they are practicable and reasonable." 

Extensions of Auditing Procedure also pointed out the desirability 
of having the independent public accountant appointed by the board of 
directors or by the stockholders of a corporation, instead of by the active 
management, and suggested that the accountant be appointed early 
in the fiscal year. It contained a suggested short form of accountant's 
report representing a revision of the form set forth in the Examination 
of Financial Statements, In recognition of new requirements of the 
Securities and Exchange Commission, this form of report was further 
amended in February, 1941, by the insertion of a sentence indicating 
that the examination was “made in accordance with generally accepted 
auditing standards applicable in the circumstances. ..." 

Over the years many special committees of the American Institute of 
Accountants have made material contributions toward the development 
of accounting principles. A special committee on the definition of 
earned surplus, for example, worked intensively on this subject during 
the years 1927 to 1930 and issued a formal report in 1930. Another 
special committee rendered a report in 1929 on asset valuations in the 
balance sheet, and various terminology committees rendered reports 
concluding with a lengthy list of accounting definitions in 1931. A 
special committee on accounting procedure made a report on account¬ 
ing principles in foreign exchange in 1931 and offered a supplement in 
1933. Shortly after the enactment of the Securities Act of 1933 and 
the Securities Exchange Act of 1934, a special committee on cooperation 
with the Securities and Exchange Commission was appointed. 

In the latter part of 1939, a newly constituted Committee on Audit¬ 
ing Procedure was created by the American Institute of Accountants 
to issue pronouncements from time to time on particular phases of 
auditing procedures. The first pronouncement was in the form of a 
bulletin published in October, 1939. By May, 1949, this committee had 
issued 36 such bulletins. They cover such matters as Clients^ Written 
Representations Regarding Liabilities and Other Matters, Auditing under 
Wartime Conditions, and Physical Inventories in Wartime. These bul¬ 
letins have tended to provide a basis for more uniform, thorough auditing 
procedures in the accounting profession. 

In 1938 the Committee on Accounting Procedure was reconstituted 
and enlarged. With this new organizational setup, this committee 
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has published a series of 25 Accounting Research Bulletins from Septem¬ 
ber, 1939, to April, 1945, dealing with general accounting principles, 
specific accounting procedures, and terminology. These bulletins, like 
those on auditing procedure, have tended toward a desirable degree of 
uniformity in accountancy, although from the footnote on pages 75-76 
regarding Bulletin No. 14, Accounting for United States Treasury Tax 
Notes, issued in January, 1942, it is clear that certain decisions are subject 
to critical analysis. 

American Accounting Association, —Difficulties that have stood in the 
way of developing the recognition of more uniform accounting principles 
and the practice of more uniform accountancy were accepted as a chal¬ 
lenge by the American Association of University Instructors in Account¬ 
ing; at their twentieth annual meeting in 1934, the members voted to 
broaden the purposes and the activities of the organization. The 
executive committee, the governing body of the association, formulated 
the following far-reaching, fundamental statement of objectives: 

Accounting, originally designed for the purpose of providing internal control of 
business affairs by private owners, now finds itself faced with the responsibility 
of compiling and expressing the results of business operations in a way which will 
meet the needs of investors, governmental units, and the public at large, as well 
as those of the immediate management. The mechanism of private accounting 
must be adapted to serve these broad social and economic purposes. 

The best means of making this adaptation are not yet entirely clear. After a 
quarter-century and more of active discussion and experimentation in this 
country, many of the simplest and fundamental problems of accounting remain 
without an accepted solution. There is still no authoritative statement of essen¬ 
tial principles available on which accounting records and statements may be 
based. 

In such a situation public accountants, on whom the burden of discharging the 
new obligations has largely fallen, have had an almost impossible task. They 
have been asked to certify to the correctness and adequacy of accounting state¬ 
ments, when no satisfactory criteria of correctness and adequacy have been 
agreed to. Under the difficult and unfavorable conditions which they have 
faced, the persistent struggle for honesty, fairness, and candor which has charac¬ 
terized public-accounting work, is evidence of the high character of the profes¬ 
sion, and of the integrity and devotion of its members. 

The accountant should no longer be kept in this anomalous position. It is 
impossible now to escape the social implications of large-scale business enterprise. 
Its affairs are matters of public, as well as private, concern. Public accounting 
must, therefore, assume a full responsibility for the preparation of sound and 
informative reports on the operations of business, or await the time when the 
alternative of rigid governmental control of such matters will become an estab¬ 
lished fact. 
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To fulfill such a function, accountants can hardly limit themselves to comment 
on the statements prepared by business executives for their own purposes. It is 
essential that they develop and employ means of recording, measuring, and 
interpreting the financial aspects of business transactions in accordance with 
principles and standards which shall be definite, meaningful, and widely appli¬ 
cable. Such principles and standards can be developed, and should be developed 
now. 

Progress toward this goal has been retarded by the assumption on the part of 
some accountants and business men that the problem does not exist, or cannot be 
solved. It has been argued occasionally that there are no principles which should 
restrict the free use of any one of the several plausible methods of determining 
values, profits, capital, etc.; that everyone should be permitted to adopt a set of 
accounting principles for his own affairs, and even to employ different principles 
at different times. It has been wrongly inferred that a reference to basic princi¬ 
ples which should be controlling in all situations is a demand for uniform account¬ 
ing methods, forms, and records. This, of course, may be impractical and 
unnecessary. 

A more serious obstacle is the conscientious belief of many prominent and able 
accountants that the only practicable means of improvement is the slow, evolu¬ 
tionary process involving persuasion and example through which the worst 
accounting practices may be gradually eliminated. Secure in the consciousness 
of right intent, these individuals advocate moving cautiously toward any change 
in position or controversial issues, unaccompanied by any vigorous or positive 
enunciation of articles of faith. They are encouraged in this attitude by many 
businessmen, financiers, and promoters, who find reason to discourage the publica¬ 
tion of comprehensive and comprehensible statements of business affairs. 

Progress is usually slow, and caution admirable. There should be, however, 
some clear objective and some program for reaching it, if accounting is to be sure 
that it is actually making any progress at all. It is time that accountants, after 
many years of raising questions, should begin to furnish answers. 

Specifically, there should be a definitive, understandable explanation of what a 
set of accounting statements purports to signify. A balance sheet or an income 
statement cannot tell everything, but it should furnish significant information 
and, as nearly as may be, the same type of data every time. When a critic is 
asked to examine such a statement he should be able to say that it does (or does 
not) conform to some consistent body of principles, which can be expressed in 
clear, unequivocal language, intelligible to the layman of sound mentality and 
substantial acquaintance with business affairs.^® If accountants are to speak only 
to accountants it seems hardly necessary that they speak at all. 

1® This point of view received some reaUstic interpretation in Financial Statements 
by M. B. Daniels, pp. 4~5, published by the American Accounting Association in 1939: 
^‘In some quarters there has been a demand for standardization of financial state¬ 
ments. Complete standardization would be difficult if not impossible of attainment 
due to the diverse nature of various businesses. Furthermore . . . there is no one 
form of financial statement which would satisfy the needs of the various parties who 
are interested in different degrees in certain types of information developed by finan- 
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Such a body of principles would furnish an essential basis of judgment in con¬ 
structing and appraising financial statements. The principles accepted would 
not need to be restrictive, except in the sense that any proper practice restricts 
departures from it. They need make no demand for a rigid “uniformity” of 
accounting classifications and procedures, so much abhorred; they should permit 
wide latitude in the application of individual accounting policies and practices. 
They should deal more with fundamental methods of expressing accounting facts 
than with the extent of “disclosures” in published statements, a means by which 
some accountants now seek to avoid criticism where questions of principle are 
in controversy. As a whole, they should constitute simply an explanation by 
accountants of what they are attempting to tell when they set forth a statement 
of financial position and of results of operations of a business enterprise. 

A complete statement of these necessary fundamental principles could hardly be 
developed overnight. In some part, however, they are already established, and 
as to other questions, there is at least a recognition of the problem to be solved. 
In public accounting offices, in regulatory bodies, and a^aong accounting teachers 
and research workers, there has been sufficient discussion and agitation of many 
of the basic questions so that their nature is well understood. Possibly the situa¬ 
tion requires no more than an effective sympathetic agent to produce out of the 
confusion of accounting controversy the clear crystals of principle which may 
serve as the foundation. 

It may be difficult to bring about an agreement as to what constitutes the only 
sound principle in any given case. It should not be difficult, however, to indicate 
in a general way the scope of the problem. This can be done best, perhaps, by 
stating a group of principles which might be adopted as fundamental to sound 
accounting. 

The essential of such a statement is that it constitute an integrated conception of 
the function of accounting as a means of giving financial expression to business 
facts. It must inevitably embody some conflict with existing accounting prac¬ 
tice, since existing practice is in conflict with itself at a hundred points. It should 
avoid, as far as possible, outright conflict with existing law, though it need not 
condone as good accounting everything that legislatures and courts have made 


cial reports. In addition, there is something to be said for the contention that to 
attempt to standardize all details of statement reporting would inevitably tend to 
stifle accounting progress and would result in a lower standard of quality than is now 
exhibited in the reports issued by many of the leading business concerns. It should 
be possible, however, to reach an agreement with respect to the primary classes of 
data to be reported and the general form to be employed. It cannot be denied that a 
certain degree of standardization is desirable, as had been exemplified by the success 
of many of the uniform accounting systems adopted by or recommended for a particu¬ 
lar industry or line of business. This is a reasonable application of the principle of 
standardization. What can be and should be achieved in the interests of standardiza¬ 
tion over the entire field of financial reporting is an adherence to basic principles of 
accounting, with full disclosure of any departures therefrom. Substantial standardi¬ 
zation of form and captions is particularly feasible where relatively condensed state¬ 
ments are used, accompanied by supporting schedules and other data as required by 
the specific conditions of the enterprise.” 
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valid law. Finally it must represent a practical tool of business and finance, 
meeting the legitimate needs of managers, bankers, investors, the government, 
and the public at large. 

This statement by the American Accounting Association is one of the 
most significant, frank declarations to have been published regarding 
the far-reaching objectives and possibilities of accountancy. It is very 
much in contrast to statements of other interested organizations and 
accountants, issued about the same time, which emphasized the difficul¬ 
ties in developing more desirable trends toward uniformity in accounting 
principles, and the desirability of continuing the practice by which each 
accountant, like a doctor, would solve his own problems in his own 
individual way. 

The slowly growing bibliography on accounting standards and prin¬ 
ciples received its most elaborate and fascinating addition in 1940 
from the American Accounting Association. An Introduction to Cor-- 
porate Accounting Standards^ the work of two men long interested in 
this field of endeavor, W. A. Paton and A. C. Littleton, has since re¬ 
ceived the sustained consideration of those interested in the evolution of 
accountancy. This volume goes a long way on the road to provide the 
basic principles discussed in the statement of objectives prepared by the 
executive committee. 

Securities and Exchange Commission. —Today the most potent influ¬ 
ence tending to iron out practical, everyday accountancy problems is 
the Securities and Exchange Commission, which, according to the 
Securities Act of 1933, was given the authority to define ‘^accounting, 
technical, and trade terms and which has become increasingly inter¬ 
ested in this all-important problem since that date. The problem is 
designated “all-importanC’ deliberately, for, as outlined in Chap. I, 
every policy of the active management finds its way somewhere into the 
figures of a .business enterprise. 

The Securities and Exchange Commission, up to the present time, 
has compiled no summary of questionable accounting practices which 
have arisen in connection with the financial statements filed with it. 
The initial public records of any such questionable practices, or the desir¬ 
ability of new practices based upon the evolution of accounting standards 
which would provide for the ever-widening disclosure of sound and 
understandable information, are located in deficiency memoranda or 
similar documents issued after the examination of particular financial 
statements by the accounting staff of the Commission. No complete 
compilation of deficiency memoranda has been made. 

On April 1, 1937, however, the Securities and Exchange Commission 
announced a program for the publication, from time to time, of opinions 
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regarding specific accounting principles for the purpose of contributing 
to the development of uniform standards and practices in major account¬ 
ing questions.^® As the first of these interpretations, the Commission 
published a letter written by Carman G. Blough, who at that time was 
the chief accountant of the Securities and Exchange Commission, to a 
registrant, discussing the propriety of charging losses resulting from the 
revaluation of assets to capital surplus rather than to earned surplus.®® 

Release No. 7 in the Accounting Series contained an analysis of the 
deficiencies commonly cited by the Securities and Exchange Commission 
in connection with financial statements filed under the Securities Act 
of 1933 and the Securities Exchange Act of 1934. That part of the 
analysis which had to do with balance sheets, profit and loss statements, 
and surplus accounts is of particular interest as it shows how skilled 
accountants have failed to follow specific instructions of the Securities 
and Exchange Commission, and how differently, at times, they have 
Accounting Series Release No. 1, Securities and Exchange Commission Apr. 1, 

1937. 

20 This interesting opinion was as follows: “The question imder discussion con¬ 
cerns the propriety of a charge (representing a reduction from net cost values of Plant 
and Equipment to a valuation established by the executive officers of your company) 
to capital surplus. The capital surplus to which this charge was made was created 
pursuant to resolutions of the stockholders and directors providing for the reduction 
of the par value of the issued and outstanding common stock for the specific purpose of 
taking care of this revaluation of Plant and Equipment. It is my understanding that 
the Plant and Equipment were originally built for, and have until a few years ago 
been operated in, the manufacture of a class of goods the production of which has been 
discontinued. Under these conditions, some of the buildings and equipment became 
useless or obsolete, several of the buildings having been razed prior to the write-off 
and others subsequently. Other portions of the plant were of unduly large capacity 
for planned future requirements. The write-downs in question were made in accord¬ 
ance with the instructions of the directors and stockholders as stated in their respec¬ 
tive resolutions; namely, Ho the degree considered proportionate to the condition of 
each such asset with respect to the state of being partially or wholly obsolete, of over¬ 
capacity, or lessened utility value, pf too; high book value in comparison with replace¬ 
ment cost, or unduly costly in operation.’ To my mind, the revaluation of the assets 
involved was simply a recognition by the company, as of the date of the write-down, 
of an Accumulation of depredation in. values incidental to the risks involved in the 
ordinary operations of its; busmess. This <^epreciation did not occur as of a given 
date; ft took place gradually over a period of years coincident with the evolution of 
the industry. Thus it was an element of production costs applicable to an indefinite 
period prior to .the write-dpwn and as such would have been charged against income 
had it been discerned and provided for currently. It is my conviction that capital 
surplus should under no circumstances be used to write off losses which, if currently 
recognized, would have been chargeable against income. In case a deficit is thereby 
created* I see no objection to writing off such a deficit against capital surplus, pro¬ 
vided appropriate stockholder approval has been obtained. In this event, subse¬ 
quent, statements of earned, surplus should designate the point of time from which 
the new surplus dates. Accordingly, in my opinion, the charge here in question should 
have been made against earned surplus. In view of the stockholder action that has 
been ti&ken, I see no objection to the deficit in earned surplus resulting from this write¬ 
off being eliminated by a* charge to ihe'Capital surplus created by the restatement of 
capital stock.” 
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prepared figures which the analyst must study. This analysis of 
deficiencies is impressive: 

Consolidated Financial Statements 


Balance Sheets 

1. Failure to include footnote indicating the method followed in dealing with the 
difference between the investment in subsidiaries, as shown in the parentis books, 
and the parent's equity in net assets of the subsidiaries, as shown in the books of 
the latter, and to state the amount of such difference. 

2. Amount of the minority interest in the capital and in the surplus of the sub¬ 
sidiaries consolidated not stated separately in the consolidated balance sheet. 

3. Failure to state, as required, the principle adopted in determining the inclusion 
and exclusion of subsidiaries in each consolidated balance sheet. 

4. Improper treatment, in consolidation, of surpluses of subsidiary companies 
existing at date of acquisition by parent company. 

Profit and Loss Statements 

1. Preparation of consolidated profit and loss statement on a different basis than 
the consolidated balance sheet, c.^., inclusion in the consolidated profit and loss 
statement, income and expenses of subsidiaries whose assets and liabilities are 
not reflected in the consolidated balance sheet but for which separate balance 
sheets are submitted. 

2. Failure to eliminate intercompany items, or to explain satisfactorily the 
reasons for not eliminating such items. 

Balance Sheet 

Assets 

1. Failure to state total of current assets and to designate the total. 

2. Inclusion among current assets of assets not realizable within one year, except¬ 
ing where recognized trade practices, which are stated, permit otherwise. 

3. Classification, in the parent company's balance sheet, of receivables from sub¬ 
sidiaries as current assets, in cases where the subsidiaries classify their obligations 
to the parent company as noncurrent. 

4. Failure to indicate, where required, assets h 3 rpothecated or pledged. 

6. Failure to disclose, with adequate explanation, assets held conditionally. 

6. Classification as marketable securities, securities not having a ready market. 

7. Failure to state, where required, the basis of determining the balance sheet 
amounts of investment or marketable securities. In this connection the term 
''book value" is unacceptable. 

Accounting Series Release No. 7, Securities and Exchange Commission, May 16, 

1938. 
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8. Failure to state parenthetically the aggregate quoted value of investment and 
marketable securities when not shown on basis of current market. 

9. Failure to reduce the carrying value of investments in subsidiaries to the 
extent of any dividends received thereon out of surplus of such subsidiaries exist¬ 
ing at date of acquisition. 

10. Inclusion in trade accounts receivable of accounts not properly within such 
category. 

11. Failure to state separately in the balance sheet, or in a schedule therein 
referred to, major classes of inventory such as (a) raw materials; (6) work in 
process; (c) finished goods; and (d) supplies, or to use any other classification 
reasonably informative. 

12. Basis of determining the amounts of the inventories as shown in the balance 
sheet not stated. 

13. Reserve for depreciation on appreciated value of fixed assets not provided. 

14. Inclusion in carrying values of fixed assets, expenditures not properly includi¬ 
ble therein, such as discount or commissions on capital stock and promotion 
expenses. 

15. Method used in amortizing debt discount and expense not stated. 

16. Failure to explain what provisions have been made for writing off discounts 
and commissions on capital stock. 

17. Where treasury stock is carried as an asset, failure to state reasons for such 
practice. 

18. Failure to state separately the amount of reacquired long-term debt of the 
registrant. 

19. Absence of a reserve for doubtful accounts not explained. 
lAahilities 

1. Failure to state total current liabilities and to designate the total. 

2. Inclusion, with general reserves, of accruals for taxes which are actual 
liabilities. 

3. Failure to state separately by years, where required, the total amounts of the 
respective maturities of long-term debt. 

4. Accounts and notes payable, and accruals, not segregated as required. 

5. Deferred income not set out separately. 

6. Failure to disclose, with full particulars, all contingent liabilities. 

Capital Stock 

1. Aggregate capital stock liability of each class of stock not stated separately. 

2. Failure to show the number of shares authorized, in treasury, and outstanding. 

3. Assigned or stated value of no par value stock not indicated. 
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Surplus 

1. Failure to show in balance sheet the division of surplus into various classes, in 
cases where registrant has differentiated in its accounting for surplus. 

2. Use of capital surplus to absorb write-down in plant and equipment which 
should have been charged to earned surplus. 

3. Failure to date earned surplus account after deficit has been eliminated (with 
stockholders’ approval) by a charge to capital surplus. 

4. Failure to state amount of surplus restricted (o) because of acquisition of 
company’s own stock and (6) to the extent of the difference between par, assigned 
or stated value of preferred stock and the liquidating value of such stock. 

5. Deficit not clearly designated in the balance sheet. 

6. Treatment of surplus of subsidiary at date of acquisition as earned surplus. 

Profit and Loss Statement 

1. Charges made to surplus rather than profit and loss for expenses or losses 
properly attributable to current operations. 

2. Crediting profit and loss rather than surplus for sale of assets previously 
written off by a charge to surplus, 

3. When opening and closing inventories are used in determining cost of goods 
sold, failure to state basis of determining the amount of such inventories. 

4. Where no depletion or depreciation has been provided, failure to indicate that 
fact and the effect upon current operations in the profit and loss statement. 

5. Failure to state basis of conversion of all items in foreign currencies, and the 
amount and disposition of resulting unrealized profit and loss when significant. 

6. Gross sales net of discounts, returns and allowances not shown in profit and 
loss statement. 

7. Failure to state separately, as required by instructions. Gross Sales and 
Operating Revenues when the lesser amount is more than ten per cent of the sum 
of the two items. 

8. Selling, General, and Administrative Expenses not segregated in profit and loss 
statement. 

9. Failure to explain in footnote to profit and loss statement, effect of change in 
significant accounting principle or practice. 

10. Failure to show separately from other taxes surtax on undistributed profits or 
failure to state expressly that no liability existed for such tax. 

11. Principle followed in determining the cost of securities sold not stated, c.gr., 
'^average cost,” first-in, first-out,” ^‘specific certificate or bond.” 

12. Failure to state basis of taking profits into income when sales are made on 
an installment or other deferred basis. 
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13. Failure to refer in profit and loss statement to supporting schedule when 
analysis of certain expenses is presented in such schedule. 

Releases in the Accounting Series of the Securities and Exchange 
Commission on important accounting questions affecting registrants 
have continued to be written from time to time as important matters 
have needed explicit and detailed clarification. Up to April 15, 1949, 
67 such studies had been released. These studies have been real con¬ 
tributions in the development of accounting standards. Releases are 
issued as a result of specific inquiries from registrants or from their 
accountants on problems which have a wide application, to amend rules 
in Regulation S-X, and whenever the chief accountant issues a ruling 
that has wide application. 

No attempt has been made to build up a synthesis of universal 
accounting rules and standards. Individual problems are handled as 
they arise. Behind all releases in this series is the theory of full dis¬ 
closure which played such a basic part in the creation of the Securities 
and Exchange Commission and its subsequent development. 

Authoritative Studies 

Although accounting standards and principles have been changing slowly, 
so very slowly over the years, there is no doubt that progressive ten¬ 
dencies have been at work. Older methods become less effective under 
altered conditions; earlier ideas become irrelevant in the face of new 
problems. Thus surrounding conditions generate fresh ideas and stimu¬ 
late the ingenious to devise new methods. And as such ideas and 
methods prove successful they, in turn, begin to modify the surrounding 
conditions.”^^ Moreover, it must be kept in mind that new accounting 
and auditing procedures are not final but evolutionary, both in them¬ 
selves and in their adaptation to a constantly evolving business world. 
To the analyst, however, the accounting profession has been rather slow 
in keeping up with changes in industry, commerce, and finance, and 
far too many accountants have been more interested in justif 3 dng the 
lack of correlation between accountancy and business than in bringing 
that correlation closer and closer together. 

Since 1917 the influence of the Board of Governors of the Federal 
Reserve System and of the American Institute of Accountants has been 
jointly and constantly exerted to create more exacting minimum stand¬ 
ards for the verification of financial statements. The influences of the 
New York Stock Exchange, the American Institute of Accountants, the 
American Accounting Association, and the Securities and Exchange 
Commission, as we have already seen, have also been exerted, from time 

Littleton, A. C., Accounting Evolution to 1900, p. 361 (American Institute 
Publishing Ck)., Inc., New York, 1933). 



614 


SYNTHESIS 


to time, in changing standards which have had to do with particular 
accounting practices. The American Institute of Accountants, as an 
institution with a large accounting membership, has been more “con¬ 
servative in this movement. The Securities and Exchange Commission, 
on the other hands, as an agency of the Federal government—a disinter¬ 
ested third party—has been well out in the front of this movement. 
The Commission has been in a peculiarly strategic position to create, to 
modify, and to see that such standards as it might announce after careful 
analysis and study are carried out by accountants who prepare financial 
statements in behalf of registrants. 

In the years following 1895, when the executive council of the New 
York State Bankers' Association had recommended the use of such 
financial statements as the Committee on Uniform Statements might 
suggest, up until 1917, commercial bankers had made considerable 
progress in the development and use of more uniform and complete 
financial statement blanks. Much had also been accomplished in the 
improvement in quality and in the verification of financial statements by 
independent scrutiny and audit. At the same time, there had been 
developed no uniform minimum requirements for the essential verifica¬ 
tion of financial statements which were said to have been audited, nor 
standards as to the extent of minimum details to be shown in financial 
statements, in contrast to the grouping of different items. An account¬ 
ant would be employed by one concern to make a particularly thorough 
audit, and by another concern to make a relatively superficial one. 
Good will would be grouped into one figure with fixed assets in one 
balance sheet, and would be shown separately, as it should, in another 
balance sheet. The difference in the extent and in the quality of two 
such audits would be unknown to a banker, to a credit man, or to 
an analyst, who obtained both balance sheets over the certificate of a 
public accountant. The lack of exact information, as a result of the 
grouping of extraneous items, would vary considerably. In this situa¬ 
tion, the initial problem by 1917 subdivided itself into two parts: 

1. The improvement in standardization of the forms of balance sheets and profit 
and loss statements. 

2. The adoption of methods which would ensure greater care in compiling the 
balance sheet and the profit and loss statement, and their proper verification. 

Verification of Financial Statements, —Out of the consideration of both 
these points came the article, already mentioned in this chapter. Uni¬ 
form Accounts published in the April, 1917, number of the Federal Reserve 
Bulletinj and the subsequent publication of this study in pamphlet form 
with the title, Approved Methods for the Preparation of Balance Sheet 
Statements during the following year. Here were the first specific instruc- 
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tions for the verification of assets and liabilities by accountants which, 
in a broad way, would tend to meet the requirements of industry, com¬ 
merce, and banking. In approximately 16 pages, these detailed instruc¬ 
tions gave the minimum requirements to be followed by an accountant 
in confirming the size of all important items in a balance sheet, cash, 
notes receivable, securities, inventories, cost of fixed property, deferred 
charges to operations, notes and bills payable, accounts payable, con¬ 
tingent liabilities, accrued liabilities, bonded and mortgage debts, 
capital stock, and surplus. 

The profit and loss statement received less detailed consideration. 
The minimum procedure for verifying the important items, such as sales, 
cost of sales, gross profit on sales, selling, general, and administrative 
expenses, net profit on sales, other income, deductions from income, 
net income, surplus additions and deductions, was described. Then 
followed a suggested brief form of certificate which is now long out of 
date, a suggested form for a profit and loss statement, and a suggested 
form for a balance sheet. 

This publication was the first of its kind; it served as the most authori¬ 
tative guide for the minimum requirements in this field for a period of 12 
years. Over these years, criticisms and suggestions for minor changes, 
improvements, and elaboration were made. Some accountants regarded 
the original program as more comprehensive than their conceptions of a 
so-called balance sheet audit, but not more than was required in the 
preparation of financial statements to be submitted as a basis for credit 
or for loans of cash. Some accountants felt that the instructions were 
not as clear as they might have been. The suggested form of certificate 
did not make clear that the examination was not a complete audit of the 
accounts, and to that extent, it was somewhat misleading. 

In May, 1929, this pamphlet, as already mentioned, was revised by 
the American Institute of Accountants and published by the Federal 
Reserve Board in an enlarged brochure of 28 pages under the title, Verifica¬ 
tion of Financial Statements, This revision was prepared along the same 
general lines as the earlier publication, but with refinements and minor 
changes to bring the ideas somewhat more into line with the changing 
philosophy of accountancy. 

Examination of Financial Statements by Independent Public Account¬ 
ants, —The pamphlet Verification of Financial Statements remained the 
standard description of the procedure in verifying individual items in 
financial statements for 7 years. In June, 1936, one more advance was 
taken. This pamphlet was now revised under the somewhat more 
elaborate title of Examination of Financial Statements by Independent 
Public Accountants and was published, not by the Federal Reserve Board 
but by the American Institute of Accountants. The pamphlet con- 
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sisted of 41 pages and emphasized the importance of the recognition of 
accounting principles and the consistency of their application in the 
preparation of financial statements. In addition to expanding the 
accounting and auditing principles and rules set forth in the earlier 
bulletins, it outlined a modified program for larger and smaller concerns, 
and introduced additional accounting principles relating to surplus, 

• unrealized profits, and comparative financial statements. 

A Statement of Accounting Principles, —The next noteworthy contri¬ 
bution toward the development of more uniformity in accounting stand¬ 
ards was a 2-year study undertaken by a committee composed of Thomas 
H. Sanders of the Graduate School of Business Administration, Harvard 
University, Henry R. Hatfield of the University of California, and Under¬ 
hill Moore of the School of Law, Yale University, and published in 1938 
as A Statement of Accounting Principles'^ This study is divided into 
six parts: (1) general considerations, (2) the income (profit and loss) 
statement, (3) the balance sheet, (4) consolidated statements, (5) com¬ 
ments and footnotes in financial reports, and (6) a summary of accounting 
principles, which gives a 4-page “very general summaryof the high 
lights of the first five parts of the study. 

This study marks a real step, and one that had long been needed, 
toward the objective of a written exposition of accounting principles. 
Like the initial Approved Methods for the Preparation of Balance Sheet 
Statements, published by the Federal Reserve Board, it is clearly a 
preliminary study, open to consideration of those interested in this vital 
and long-needed movement. The authors, instead of giving dogmatic 
opinions of principles which are in evolution, have perhaps gone somewhat 
to the other extreme in the diplomatic interpretation of how accounting 
problems may be handled. “The existence of a body of generally 
accepted accounting principles,^' they explain, “does not mean that there 
is only one proper accounting treatment for every situation with which 
the accountant must deal. For many such situations, there are avail- 

This study was undertaken at the suggestion of the Haskins & Sells Foundation, 
as the letter of invitation to the committee explained. “Accounting practices at 
present are based, in a large measure, upon the ethics and opinions of reputable 
accountants, and to some extent upon the accounting provisions of the various laws, 
but wide variations of opinion often exist among equally reputable practitioners. 
There is no unified body of opinion, nor is there any official tribunal for the final deter¬ 
mination of technical differences of opinion.” By a process of slow building, based 
upon its regulations and rendering of successive decisions on accounting problems 
coming under its sphere of influence, as explained on p. 611, the Securities and 
Exchange Commission might well become the entity that will fill this niche in our 
economic life. “Therefore, it would seem appropriate and opportune that a com¬ 
mittee composed of eminent accountants and lawyers should be appointed to formu¬ 
late a code of accounting principles that would be useful in the clarification and 
improvement of corporate accounting and of financial reports issued to the public.” 
This contribution to accounting theory and practice was published by the American 
Institute of Accountants, New York, in 1938. 
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able a number of treatments which are in accord with the generally 
accepted principles. But the affirmation of the general acceptance of 
accounting principles does mean that many, and indeed, most of the 
possible treatments are inappropriate.” This is certainly a very diplo¬ 
matic statement of the case. The use of the word ‘‘inappropriate,” 
itself, is probably about as lenient a characterization of many situations 
as could be made. 

The amount of detailed information to be given in a financial state¬ 
ment, write the authors, should be related to its purpose. In explanation 
of this assertion it is then pointed out that “it is necessarily left largely 
to the management to judge what information it is appropriate to give 
to the public.” In actual practice, this is generally the case, but it is not 
unusual for accountants in particular situations to guide, advise, and 
insist that certain information be given to the public. The more wide¬ 
spread the agreements on accounting principles become, the more will 
accountants be able to insist on thoroughness. That the authors recog¬ 
nized this situation is implied in two suggested rules: 

1. Any general impression clearly conveyed by the statements should be a true 
impression. The statement, though technically correct, should avoid creating a 
false impression in the mind of the reader. 

2, No information should be omitted which, if disclosed, would materially alter 
the impressions given by the statements. 

The two chapters on the income statement and the balance sheet 
explain the principles under which information appears under the various 
captions in both financial statements. Both chapters are largely explana¬ 
tory. One controversial point comes to light where the authors would 
allow certain charges to surplus, a practice, as explained in Chaps. XIX 
and XXIII, which is largely disappearing in the current evolution of 
accountancy. They write, “As far as possible net income should be so 
determined that it will need no subsequent correction. When, however, 
such correction becomes necessary, it may be made through current 
income only if it is not so large as to distort the statement of that income. 
Otherwise it should be made through earned surplus.” The present 
tendency, and a sound one from the point of view of analysts as well as 
many accountants, is to put even these charges through the profit and 
loss statement. 

In contrast to this opinion, the authors in another part of the volume 
explain that it is objectionable to write off bond discount and expense in 
advance, when relatively small, against capital surplus, since that pro¬ 
ceeding relieves later income accounts and earned surplus accounts of 
charges which properly should be made against them. It is still more 
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objectionable, they continue, to amortize these balances against capital 
surplus by devices which fail to disclose the full character of the proceed¬ 
ing. The authors then point out that, among other methods, it is 
permissible when a debit balance remains in bond discount and expense 
account, after the related bonds have been retired by a refunding opera¬ 
tion prior to their maturity, to write off the entire unamortized balance 
at once out of earned surplus. 

Consideration is given to the question as to whether the book value 
of investments in subsidiaries should be permanently maintained at cost 
or be subject to adjustment for profits or losses of the subsidiary. When 
the subsidiary has made profits, subsequent to the purchase of the 
securities by the parent company, some authorities approve showing a 
proportionate increase in the book value of the held securities. ‘‘This 
procedure,” the authors now explain, “while having some logical basis,* 
is of questionable propriety.” The practice, however, has become more 
and more common, as in no other way would an analyst know the value 
of many such investments where he is studying an individual balance 
sheet of the parent company without supporting or supplementary 
information to help him. The constant carrying of an investment of 
this nature at cost of $100,000 when the book value of the subsidiary 
has increased $500,000 creates a hidden reserve that has a decided bearing 
in a clear understanding of the financial picture. 

While this volume represents one more progressive step on the road 
to the determination of accounting standards, the study is not quite as 
authoritative, as definite, or as clear as the title would lead one to expect. 
I’he volume is more in the nature of observations regarding auditing 
procedure than a statement of principles. Moreover, there is tendency 
to follow the customary practice in accountancy; that is, instead of 
setting up definite standards, to surround many of the observations with 
hedges that tend to emphasize the continued lack of principles. 

An Introduction to Corporate Accounting Standards. —One of the 
most noteworthy contributions toward the development of a more 
exact theory of uniform accountancy is a monograph An Introduction 
to Corporate Accounting Standards by W. A. Paton of the University of 
Michigan and A. C. Littleton of the University of Illinois, published in 
1940.2® This volume is an elaboration of the basic concepts believed to 
be essential to a sound fundamental structure of corporate accountancy 
which originally appeared in the relatively brief and tentative Statement 
of Accounting Principles Underlying Corporate Financial Statements in 

For a detailed and exacting critique of this volume by a liberal progressive, see 
Comments on A Statement of Accounting Principles^” by William A. Paton, The 
Journal of Accountancy^ Vol. 65, No. 3, pp. 196-207, March, 1938. 

This study of 156 pages was published by the American Accounting Association 
in 1040. 
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1936.^^ The original statement has been enlarged and an exposition 
given of the compelling reasons for the adoption of standards and for 
the selection of the particular standards recommended. 

A considerable portion of accounting literature up to this point has 
disclosed an attitude suggesting that the treatment of individual account¬ 
ing situations presents so many possibilities that it is difficult to select 
any one treatment as acceptable to the exclusion of the others. This is 
the point of view presented in A Statement of Accounting Principles. 
If accountants cannot agree on the principles by which the amount of 
profit or the extent of any equity is to be measured, what purpose is 
served by certified statements? 

An Introduction to Corporate Accounting Standards comes closer to 
furnishing the answers. It is divided into seven chapters: (1) Standards, 
(2) Concepts, (3) Cost, (4) Revenues, (5) Income, (6) Surplus, and (7) 
Interpretation. Through these chapters the authors have woven to¬ 
gether the fundamental ideas of accounting instead of stating standards 
such as are being evolved by the Securities and Exchange Commission 
and the Committee on Accounting Procedure of the American Institute 
of Accountants. “The intention,’^ the authors write in describing the 
basis of their study, “has been to build a framework within which a 
subsequent statement of corporate accounting standards could be erected. 
Accounting theory is here conceived as a coherent, coordinated, consistent 
body of doctrine which may be compactly expressed in the form of 
standards, if desired.^^ In this sense, standards become gauges by which 
to measure departures, when and if departures seem necessary. 

In the delineation of the successive steps from standards to concepts 
to cost to revenue to income, the authors arrive at the basic conclusion 
that the fundamental problem of accounting is the division of the stream 
of costs between the present and the future in the process of measuring 
periodic income. Here is the present-day emphasis on the profit and 
loss statement. “The technical instruments used in reporting this divi¬ 
sion are the income statement and the balance sheet. Both are necessary. 
The income statement reports the assignment to the current period; 
the balance sheet exhibits the costs incurred which are reasonably 
applicable to the years to come.^' The authors then continue, “The 
balance sheet thus serves as a means of carrying forward unamortized 
acquisition prices, the not yet-deducted costs; it serves as a connecting 
link joining successive income statements into a composite picture of the 
income streams.'' 

In the sound presentation of balance sheets and profit and loss state¬ 
ments, fundamental differences in basic theory and practice are evident 
from the ideas expressed by the authors of A Statement of Accouniir^ 

*® The Accounting Review^ Vol. XI, No. 2, pp. 187-191, June, 1936. 



620 


SYNTHESIS 


Principles. A definite position is taken to the effect “that all deter¬ 
minants of income in the broadest sense—including unusual and irregular 
factors—should be reported in the income statement before the net 
results are passed to the stock-equity section of the balance sheet 
In other words, all charges of every kind, as outlined in Chaps. XIX and 
XXIII, should go through the profit and loss statement, and not just 
the smaller items of irregular charges. When a variable policy is pur¬ 
sued, a reader of financial statements may miss the significance of a large 
write-off of long-accruing obsolescence against present surplus. He may 
also miss the significance of the fact that past profit and loss statements 
were not reported as correctly as could have been expected from a 
discerning management. 

The Immediate Future 

There have been three well-recognized periods in the developing of 
accountancy. The first period encompassed the early years when efforts 
were made by The Mercantile Agency in the 1870^s and by James G. 
Cannon in the 1890^8 to obtain balance sheets, which at that time were 
better known as property statements^ for the use of the mercantile and 
bank creditors. Rarely were these early financial statements audited. 
As banking institutions began to extend credit on unsecured promissory 
notes, as the use of the corporate form of business organization expanded, 
and as corporations sold securities to the public, more and more financial 
statements were made available. During these early years, the balance 
sheet added very materially to the knowledge of creditors. 

The second period covered the years when accountants permitted 
themselves complete freedom of action in drawing up financial statements 
and consequently there gradually arose the recognition of the fact that 
some body of accounting standards had to be created. This complete 
freedom in the treatment of accounting situations became more evident 
in investment than in credit circles, not because there were greater varia¬ 
tions in treatment but because accountancy became a means of manipula¬ 
tion by insiders at the expense of the great body of investors. The 
classification of current assets and current liabilities differed widely 
among recognized accounting firms. Irrelevant items were often grouped 
together in balance sheets; receivables and merchandise, good will and 
fixed assets; charges were made almost as much to surplus as to profit and 
loss, and depreciation charges often varied with income. 

Out of this complete freedom of action of the accountant came the 
third period, which exists today, a period in which accountants as well 
as bankers, mercantile creditors, investors, and analysts have perceived 
the fact that standards of some kind are absolutely essential if account¬ 
ancy is to fulfill its great role in our economic life. Action during this 
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period was first taken by the New York Stock Exchange in isolated 
instances, more basically by the Federal Reserve Board, cautiously by 
the American Institute of Accountants, outspokenly by the American 
Accounting Association, and, under the mandate of Congress, by the 
Securities and Exchange Commission. 

Today and tomorrow the greatest influence in carrying on the evolu¬ 
tion of accountancy toward standards will be made by the Securities and 
Exchange Commission. These standards, which legally can be set only 
for accountants in filing financial statements for registrants, will gradually 
permeate the entire field of accountancy. That there is room for con¬ 
tinued development is axiomatic to anyone who must examine hundreds 
or thousands of financial statements yearly, financial statements, audited 
or unaudited, of large representative corporations and of small proprietor¬ 
ships, of business enterprises in large cities and in small country villages, 
for management, for investors, for creditors, and for the needs of modem 
government. As one of the ancient philosophers taught, ^‘Change is 
the only permanence.’’ 

THEORY AND PROBLEMS 

1. It has been said that financial statements ‘'reflect a combination of recorded facts, 
accounting conventions, and personal judgments.” Explain what is meant by 

a. Recorded facts 

b. Accounting conventions 

c. Personal judgments 

2. Are financial statements accurate to a cent as far as economic values are concerned ? 
Explain your answer. 

3. Name four important institutions that have been sources of influence on the recent 
evolution of accountancy and accountancy practice. Describe the influence of one 
of these sources on the evolution of accountancy. 

4. Why did the Federal Reserve Board (now known as the Board of Governors of the 
Federal Reserve System) become interested in the quality of balance sheets and profit 
and loss statements in 1917? 

6, What institution is probably exerting the greatest influence on the trend of account¬ 
ancy today? How is this day-to-day influence exerted? 

6. Name one authoritative study on accountancy that was sponsored by (a) Federal 
Reserve Board, (6) American Institute of Accountants, and (c) American Accounting 
Association. 

7. It has been said that accountancy conforms itself to the needs of business, not 
business to the needs of accountancy. Explain this statement. 
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ExpijAnation op Tbbms Used in the Following Tables 

Average Collection Period. The number of days that the total of trade accounts and 
notes receivable (including assigned accounts and discounted notes, if any), less 
reserves for bad debts, represents when compared with the annual net credit 
sales. 


Current Assets. Total of cash, accounts and notes receivable for the sale of merchan¬ 
dise in regular trade quarters less any reserves for bad debts, advance on mer¬ 
chandise, inventory less any reserves, listed securities when carried at the lower 
of cost or market, and U.S. government securities. 

Current Debt. Total of all liabilities due within 1 year from statement date including 
current payments on serial notes, mortgages, debentures, or other funded debts. 
This item also includes current reserves, such as gross reserves for Federal income 
taxes, and for contingencies set up for specific purposes, but does not include 
reserves for depreciation. 

Fixed Assets. The sum of the depreciated book values of buildings, leasehold improve¬ 
ments, fixtures, furniture, machinery, tools, and equipment. 

Funded Debt. Mortgages, bonds, debentures, gold notes, serial notes, or other obliga¬ 
tions with a maturity of more than 1 year from the statement date. 

Inventory. The sum of raw material, material in process, and finished merchandise. 
It does not include supplies. 

Net Profits. Profit after full depreciation on buildings, machinery, equipment, furni¬ 
ture, fixtures, and other assets of a fixed nature; after reserves for Federal income 
taxes; after reduction in the value of inventory to cost or market, whichever is 
lower; after charge-offs for bad debts; and after all miscellaneous reserves and 
adjustments; but before dividends or withdrawals. 

Net Sales. The dollar volume of business transacted for 365 days net after deductions 
for returns, allowances, and discounts from gross sales. 

Net Sales to Inventory. The quotient obtained by dividing the annual net sales by the 
statement inventory. This quotient does not represent the actual physical turn¬ 
over, which would be determined by reducing the annual net sales to the cost of 
goods sold and then dividing the resulting figure by the statement inventory. 

Net Working Capital. The difference between the current assets and the current debt. 

Tangible Net Worth. The sum of all outstanding preferred stocks (if any) and out¬ 
standing common stocks, surplus, and undivided profits, less any intangible items 
in the assejs, such as good will, trade-marks, patents, copyrights, leaseholds, 
mailing lists, treasury stock, organization expenses, and underwriting discounts 
and expenses. 

Turnover of Net Working Capital. The quotient obtained by dividing the annual net 
sales by the net working capital. 

Turnover of Tangible Net Worth. The quotient obtained by dividing the annual net 
sales by the tangible net worth. 
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828 PMCTICAL riKMCIAl STATSUSKT AXAmU 


1W7 Table of Fourteen Important Ratios with Inter 

Table of 






Net 

/ Net 

Net 

/ Turn- 




Assets 

Profits 

Profits 

Profits 

1 over of 


Num- 


to 

on 

on Tan- 

on Net 

Tangible 

line of Business 

her of 
Con- 

Interquartile 

Range 

Current 

Debt 

Net 

Sales 

gible Net 
Worth 

Wkg. 

Cap. 

Net 

Worth 


oems 










Times 

Per Cent 

Per Cent 

Per Cent 

Times 

Automobile parts 
and accessories 

70 

Upper Quartile 
Median 

3.68 

2.58 

7.59 

5.32 

27.65 

15.78 

42.00 

29.00 

4.34 

2.84 


Lower Quartile 

1.98 

3.17 

8.15 

16.50 

2.09 



Upper Quartile 

3.56 

4.91 

22.60 


6.22 

Bakers 

41 

Median 

2.44 

3.47 

16.95 


4.25 



Lower Quartile 

1.53 

1.67 

8.32 


3.25 

Bedsprings and 

49 

Upper Quartile 
Median 

3.69 

2.70 

5.97 

2.90 

23.07 

11.80 

40.00 

20.65 

5.70 

3.91 

mattresses 


Lower Quartile 

1.85 

0.89 

5.38 

11.00 

2.43 



Upper Quartile 

2.47 

8.25 


110.40 

3.45 

Breweries 

45 

Median 

1.95 

5.32 


45.10 

2.94 



Lower Quartile 

1.37 

0.79 

2.66 

6.16 

1.53 

Chemicals, indus¬ 
trial 

71 

Upper Quartile 
Median 

3.95 

2.85 

m 

24.20 

12.18 

37.40 

28.25 

4.03 

1.94 


Lower Quartile 

1.93 

2.77 

7.09 


1.26 



Upper Quartile 

5.85 

6.46 



2.93 

(cigars 

20 

Median 

3.31 

4.32 

7.20 

9.90 

2.18 



Lower Quartile 

1.83 

1.63 

1.10 

5.00 

1.70 

Clothing, chil¬ 


Upper Quartile 

4.02 

4.93 

14.24 

24.00 

6.74 

dren’s dresses 

30 

Median 

2.46 

1.31 

7.50 

8.51 

4.93 

and wash suits 


Lower Quartile 

1.60 

0.67 

3.36, 

3.71 

3.31 

Clothing, men’s 
and boys* 

206 

Upper Quartile 
Median 

4.95 

2.83 

5.06 

3.19 

24.30 

12.30 

26.60 

15.50 

5.76 

4.18 


Lower Quartile 

2.11 

1.57 

5.88 

8.22 

2.68 

Coats and suits, 


Upper Quartile 

3.64 

5.56 

30.40 

35.50 

8.22 

66 

Median 

2.34 

3.95 

19.37 

23.00 

6.26 

women’s 


Lower Quartile 

1.90 

1.20 

6.57 

7.88 

4.19 


* This percentage was determined only for those lines of business in which a reasonable number of 
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Q1TARTILB RANaB FOB 72 LiNBS OF BtTSINBBS AOTmTT 
Manufacturers 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Total 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

5.56 

28 

8.4 

18.7 

40.6 


38.4 

51.8 

21.4 

4.52 

34 

5.6 

33.3 

52.7 


70.0 

83.8 

51.6 

3.30 

39 

4.3 

46.7 

62.9 


212.0 

116.7 

58.3 

19.60 

12 

23.0 

28.0 

16.9 

HH 

47.8 

61.6 


11.93 

22 

14.6 

43.2 

30.5 

■HHH 

72.8 

82.0 


4.83 

33 

12.4 

75.5 

39.2 


97.8 

173.0 


9.75 

24 

14.8 

19.1 

21.5 

52.8 

47.6 

49.2 

29.2 

6.54 

33 

8.2 

29.3 

36.4 

63.0 j 

78.1 

96.3 

32.7 

3.62 

38 

5.2 I 

46.7 

52.4 

70.8 

114.0 

131.0 

41.4 

12.45 

14 

m 

49.1 

21.3 

MH 

55.3 

104.0 


9.48 

26 

WSm 

58.8 

33.1 

M|||H 

75.6 

134.0 


6.39 

36 

Ira 

72.0 

44.3 


117.5 

210.0 


6.29 

27 

5.7 

24.6 

18.2 


44.0 

43.7 


3.31 

32 

4.8 

38.0 

33.0 

■HHH 

63.6 

77.2 


2.38 

45 

4.2 

56.1 

52.6 

m 

99.0 

120.0 


3.11 

20 

3.0 

10.5 

17.4 


75.2 

27.5 


2.44 

27 

2.4 

14.4 

51.5 


95.2 

48.3 


2.00 

42 

1.1 

25.2 

89.5 


133.5 

71.8 


8.40 


9.9 

1.4 

30.6 


54.3 

49.0 


6.62 


6.5 

8.9 

63.3 


101.8 

83.1 


3.54 

34 

4.9 

19.9 

101.1 


149.0 

117.5 


7.48 

12 

9.7 

2.2 

23.9 

83.9 

51.6 

43.6 

6.0 

4.70 

30 

6.5 

5.6 

46.8 

104.6 

75.4 

70.7 

42.5 

2.96 

40 

4.9 

11.8 

76.8 

138.5 

105.0 

130.0 

60.6 

9.72 

14 

14.9 

1.9 


■■ 

51.2 

64.3 


7.20 

23 

9.5 

4.4 



78.7 

100.9 


4.80 

43 

7.6 

11.2 

95.4 

HI 

108.0 

134.4 



oonoems had outstanding k>ng-term liabilities. 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table op Foubteen Important Ratios with Inter 

Manufacturers.— 





Current 

Net 

Net 

Net 

Turn- 




Assets 

Profits 

Profits 

Profits 

over of 


Num- 


to 

on 

on Tan- 

on Net 

Tangible 

Line of Business 

ber of 
Con- 

Interquartile 

Range 

Current 

Debt 

Net 

Sales 

gible Net 
Worth 

Wkg. 

Cap. 

Net 

Worth 


cerns 










Times 

Per Cent 

Per Cent 

Per Cent 

Thnes 



Upper Quartile 

4.05 

1 

9.15 

36.60 

75.80 

4.58 

Confectionery 

45 

Median 

2.71 

7.04 

19.20 

48.30 

3.59 



Lower Quartile 

2.12 

6.18 

13.86 

10.85 1 

1 

2.20 

Contractors, build- 


Upper Quartile 

3.14 

6.63 

31.70 


7.20. 

ing and con- 

145 

Median 

2.00 

5.00 

19.36 


4.78 

struction 


Lower Quartile 

1.41 

2.91 

9.20 

15.75 

3.60 



Upper Quartile 

3.34 

12.85 

38.20 


3.21 

Cotton cloth mills 

33 

Median 

2.61 

9.67 

26.88 

HI 

2.80 



Lower Quartile 

1.86 

8.11 

19.25 


2.09 

Cotton goods, 
converters 

28 

Upper Quartile 
Median 

5.14 

2.80 

15.60 

3.87 

26.00 

12.07 

53.50 

20.05 

5.86 

3.45 


Lower Quartile 

1.99 

1.14 

3.40 

14.37 

1.45 

Curtains, draper¬ 


Upper Quartile 

4.99 

7.64 

27.70 

31.30 

5.38 

ies, and bed¬ 


Median 

2.93 

4.06 

14.80 

15.13 

3.39 

spreads 


Lower Quartile 

1.99 

0.98 

4.11 

4.49 

2.24 

Dresses, rayon, 
silk, and acetate 

64 

Upper Quartile 
Median 

2.89 

2.31 

4.61 

2.77 

35.60 

16.38 

49.10 

19.00 

8.91 

5.63 


Lower Quartile 

1.67 

0.72 


6.08 




Upper Quartile 

9.00 

8.30 

19.50 

29.04 

3.73 

Drugs 

28 

Median 

3.27 

3.84 

9.23 

15.63 

2.26 



Lower Quartile 

2.46 


2.43 

7.54 

1.69 

Electrical parts 
and supplies 

65 

Upper Quartile 
Median 

3.63 

2.76 


29.00 

20.50 

52.00 

32.60 

3.47 

2.88 


Lower Quartile 

2.03 

4.44 

6.82 

9.37 

2.30 



Upper Quartile 

3.77 

7.18 



3.52 

Foundries 

111 

Median 

2.74 

4.53 

14.50 


2.69 



Lower Quartile 

2.05 

1.99 

5.49 


2.12 


* This percentage was determined only for those lines of business in which a reasonable number of 
t Building contractors have no inventories in the credit sense of the term. They carry only 
particular jobs on which they are working. They have no customary selling terms, each contract 
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QUARTiLE Range fob 72 Lines of Business Activity.— (Continued) 
(Ccvd.) 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

ToUl „ 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
Debt to 
Inventory 

Fupded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

g.06 

12 

32.9 

17.2 

18.2 


27.1 

68.8 


7.42 

1.^ 


33.4 



51 9 



5.60 


7.7 

47.6 

49.2 



159.0 



t 

t 

6.8 

25.4 


t 

t 



t 

t ' 

16.4 

65.6 


t 

t 



t 

t 

33.6 

130.5 


t 

t 


6.70 

22 

9.1 

10.7 

28.8 


46.6 

54.7 


4.26 

29 1 

5.5 

35.1 

38.4 


68.4 

88.9 


3.78 

36 

3.9 

50.8 

52.7 


101.0 

130.1 



12 

6.0 

0.5 

18.2 



32.6 


6.63 

33 

5.3 

1.4 

34.5 


76.2 

76.3 


1.55 

53 

4.6 

13.7 

51.1 


93.6 

111.0 


7.96 

19 

15.4 


18.3 


47.5 

42.8 


4.20 

31 

6.9 


38.2 



79.0 


2.21 

35 

4.1 


66.4 


mm 



11.83 

14 

15.5 

2.6 

13.4 


47.4 

69.5 


7.40 

25 

8.4 

7.4 

35.5 


71.0 



5.69 

32 

6.2 

14.6 

58.6 


111.5 

171.5 


4.76 

17 

6.1 

14.4 

17.6 


54.2 

42.5 


2.96 

22 

5.3 

25.6 

21.7 

■HHH 

76.4 

64.6 


2.88 

39 

3.7 

42.0 

60.5 


111.0 




22 

7.3 

14.0 j 

23.6 


53.2 

49.7 

24.2 

3.97 

32 

5.6 

25.3 

36.0 


71.6 

68.4 

43.3 

2.88 

48 

3.9 

46.3 

70.1 

155.5 

94.1 



7.65 

24 



19.1 

34.3 

34.2 



5.14 

30 

6.0 


29.7 

46.3 

67.8 

86.6 


3.41 

38 

4.5 


43.5 

215.5 

88.8 




oonoems had outstanding long-term liabilities. 

materials such as lumber, bricks, tile, cement, structural steel, and building equipment to complete 
being a special job for which individual terms are arranged. 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table of Fourteen Important Ratios with Inter 

Manufacturers.— 





Current 

Net 

Net 

Net 

Turn- 




Assets 

Profits 

Profits 

Profits 

over of 


Num- 


to 

on 

on Tan- 

on Net 

Tangible 

Line of Business 

ber of 
Con- 

Interquartile 

Range 

Current 

Debt 

Not 

Sales 

gible Net 
Worth 

Wkg. 

Cap. 

Net 

Worth 


oerns 










Times 

Per Cent 

Per Cent 

Per Cent 

Times 

Fruits and vege¬ 
tables, canners 

20 

Upper Quartile 
Median 

3.82 

1.64 

5.16 

3.82 

15.20 

8.58 

33.80 

18.40 

3.97 

2.53 


Lower Quartile 

1.24 

11.94t 

46.80t 

68.40t 

1.97 



Upper Quartile 

5.78 

7.20 

21.60 

26.40 

4.72 

Fur garments 

23 

Median 

2.59 

5.90 

12.92 

18.40 

2.88* 



Lower Quartile 

1.77 

0.42 

2.33 

2.90 

1.98 



Upper Quartile 

5.01 

6.64 

24.29 

45.20 

5.10 

Furniture 

146 

Median 

2.90 

5.24 

15.42 

23.66 

3.20 



Lower Quartile 

2.06 

2.71 

7.58 

11.95 

2.24 

Hardware and 
tools 

116 

Upper Quartile 
Median 

4.85 

3.09 

8.59 

5.14 

22.00 

12.35 

43.15 

22.00 

3.28 

2.60 


Lower Quartile 

1.98 

2.50 

8.41 

12.60 

1.80 



Upper Quartile 

4.27 

8.52 

23.60 

44.80 

3.88 

Hosiery 

59 

Median 

3.25 

5.69 

15.63 

26.86 

2.57 



Lower Quartile 

2.64 

1.94 

6.76 

8.92 

1.85 



Upper Quartile 

8 02 

4.40 

13.50 

14.53 

5.62 

Leather garments 

21 

Median 

4.62 

1.77 

8.43 

9.81 

2.72 



Lower Quartile 

2.37 

0.98 

2.15 

2.48 

1.56 



Upper Quartile 

5.90 

13.95 

26.00 

36.50 

3.75 

Luggage, leather 

32 

Median 

3.53 

2.62 

11.46 

14.58 

3.14 



Lower Quartile 

2.19 

0.96 

1.91 

2.22 

1.87 

Machinery, indus¬ 
trial 

323 

Upper Quartile 
Median 

3.54 

2.62 

10.09 

6.62 

27.60 

19.85 

44.70 

29.61 

3.67 

2.56 


Ijower Quartile 

1.89 

3.54 

10.55 

15.75 

1,82 



Upper Quartile 

3.50 

9.22 

32.30 

62.80 

3.40 

Metal stampings 

67 

Median 

2.58 

6.26 

21.50 

34.60 

2.96 



Lower Quartile 

1.73 

2.67 

8.50 

19.16 

2.56 


* This percentage was determined only for th(»e lines of business in which a reasonable number 
t Loss. 
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QUARTiLB Range for 72 Lines op Business Activitt.— {Continued) 
(Cont,) 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 


Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Totai 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 



Per Cent 

11.32 

15 

7.6 




54.2 

36.0 


5.62 

20 

3.3 

59.7 



128.2 

89.6 


2.24 

25 

2.8 

93.2 



243.1 

141.0 


4.96 

30 

7.6 

1.0 

19.8 


36.5 

55.8 


3.16 • 

54 

4.8 

4.3 

58.4 


62.0 

87.1 


2.21 

73 

3.0 

10.4 

102.4 


97.9 

129.0 


8.41 

22 

11.7 

14.1 

18.9 

22.3 

39.7 

45.3 

7.6 

5.78 

33 

7.6 

28.3 

35.0 

54.3 

65.8 

74.8 

27.1 

3.44 

42 

4.7 

46.7 

59.8 

94.0 

96.2 

112.0 

187.5 

6.52 


12.0 

24.1 


40.6 

44.2 

41.1 

12.8 

4.58 



38.2 


87.5 

72.0 

71.0 

36.1 

2.80 



55.8 

48.1 

133.2 

101.8 

129.3 

155.4 

6.74 

16 


28.8 

15.2 


35.5 

55.0 


5.06 

28 


39.8 

26.3 


52.8 

84.0 


2.18 

36 

5.0 

53.8 

38.5 


83.9 

135.0 


7.24 

16 

11.7 

4.0 

12.7 



26.7 


3.09 

28 

5.4 

6.1 

24.9 j 



69.8 


1.86 

45 

3.7 

11.4 

62.0 


80.6 

93.5 


5.28 

28 

13.2 

4.8 

11.6 


31.1 

33.3 


3.57 

29 

5.7 

6.9 

28.4 


62.8 

85.8 


2.02 

42 

3.2 

30.6 

51.6 


89.2 

122.0 


6.52 

20 

8.0 

20.7 

25.5 

48.4 

54.4 

IQQI 

19.4 

4.06 

32 

5.4 

34.8 

41.0 

71.6 

75.0 


42.1 

2.81 

44 

3.8 

52.3 

67.1 

102.0 

109.4 

in 

66.6 

9.07 

22 

17.3 

32.8 

20.0 

21.9 

34.4 

62.0 

13.6 

5.68 

33 

8.7 

48.3 

30.2 

57.1 

56.2 

100.5 

25.8 

4.47 

39 

6.8 

62.8 

46.3 

59.4 

77.3 

147.7 

55.4 


of oonoerns had outstanding long-term liabilities. 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table of Foubteen Important Ratios with Inter 

Manufacturers.— 





Current 

Net 

Net 

Net 

Turn- 




Assets 

Profits 

Profits 

Profits 

over of 


Num- 


to 

on 

on Tan- 

on Net 

Tangible 

Line of Business 

ber of 
Con- 

Interquartile 

Range 

Current 

Debt 

Net 

Sales 

gible Net 
Worth 

Wkg. 

Cap. 

Net 

Worth 


oerns 










Times 

Per Cent 

Per Cent 

Per Cent 

Times 

Outerwear, 

knitted 


Upper Quartile 

5.93 

8.30 

22.01 


3.59 

62 

Median 

3.42 

4.22 

13.20 


3.10 


Lower Quartile 

2.43 

2.57 

7.44 


2.43 

Paints, varnishes, 
and lacquers 

126 

Upper Quartile 
Median 

7.57 

3.74 


B 


4.50 

3.52 


Lower Quartile 

2.87 

3.68 

nag 


2.41 



Upper Quartile 

3.18 


24.00 

45.80 

3.35 

Paper 

54 

Median 

2.48 

6.57 

13.53 

34.00 

2.13 



Lower Quartile 

1.92 

4.65 

10.22 

22.25 

1.42 



Upper Quartile 




65.30 

3.33 

Paper boxes 

57 

Median 



19.15 

43.75 

2.53 



Lower Quartile 


5.42 

15.46 

23.56 

2.06 



Lower Quartile 

3.04 

7.44 


66.80 

4.35 

Printers, job 

59 

Median 

2.31 

5.91 


m 

3.58 



Upper Quartile 

1.78 

3.93 

9.20 


2.25 

Rayon, silk, and 


Upper Quartile 



32.35 

42.45 

3.48 

acetate piece 

39 

Median 


7.36 


22.60 

2.86 

goods, converters 


Low*er Quartile 


5.04 

11.72 

14.88 

2.20 

Shirts, underwear, 


Upper Quartile 

4.13 

6.29 

27.10 

44.00 

5.52 

and pajamas. 

34 

Median 

3.18 

4.38 

16.25 

22.08 

4.72 

men’s 


Lower Quartile 

1.97 

2.58 

11.84 

11.18 

2.87 

Shoes, women’s 
and children’s 

50 

Upper Quartile 
Median 

3.16 

2.43 



26.85 

12.30 

6.68 

4.50 


Lower Quartile 

1.89 

1.93 

5.58 

8.24 

3.18 

Stoves, ranges, 
and ovens 


Upper Quartile 

6.19 

5.99 


33.70 

3.62 

41 

Median 

3.28 

4.52 

12.10 

24.45 

2.82 


Lower Quartile 

2.49 

3.39 

8.70 

14.47 

2.20 


* This percentage was determined only for those lines of business in which a reasonable number 
t Job printers have no inventories in the credit sense of the term. They carry only current supplies 
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QUARTiLB Range for 72 Lines op Business Activity.— {Continued) 
(Coni.) 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

ToUl 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working, 
Capital 

Current 
Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

1 

Per Cent 

Per Cent 

Per Cent 

5.26 


7.9 

2.7 

19.5 


42.9 

34.0 


3.56 


5.2 

14.6 

33.7 


73.4 

64.8 


2.81 

36 

3.6 

33.9 

55.4 

HH 

110.0 

108.0 


8.30 

24 

10.3 


23.1 

45.4 

51.4 

45.9 

8.3 

5.53 

29 

7.2 


34.3 

67.2 

75.2 

66.4 

31.3 

3.85 

35 

5.2 

43.0 

53.6 

114.0 

100.6 

97.7 

42.0 

6.74 


9.1 

32.5 

22.9 

49.2 

60.4 

60.5 

17.6 

5.42 


5.2 

47.0 

32.4 

50.6 

73,0 

80.3 

46.4 

2.65 


4.3 

62.0 

40.3 

78.4 

95.6 

127.2 

105.0 

16.75 

20 

14.1 

19.4 


49.8 

40.4 

65.4 

15.2 

6.36 

23 

9.0 

29.8 


69.0 

63.3 

104.5 

47.8 

3.88 

28 

7.0 

56.0 


75.1 

82.0 

165.0 

61.0 

10.25 

23 

t 

29.0 

28.5 


t 

t 


6.75 

31 

t 

51.4 

38.5 


t 

t 


4.73 

40 

t 

55.9 

53.1 


t 

t 


5.72 

14 

34.7 

0.4 

17.0 


17.9 

64.7 


4.17 

27 

12.5 

1.2 

38.9 


45.6 

84.0 


2.45 

36 

5.9 

8.9 

63.7 


79.1 

136.0 


6.54 

10 

9.2 

2.0 

30.9 


43.5 

43.0 


5.14 

22 

5.9 

7.6 

42.9 


79.5 

84.0 


3.45 

54 

4.3 

18.2 

88.4 


110.9 

116.4 


8.36 

28 

10.1 

6.0 

35.8 


74.0 

56.0 


5.44 

32 

6.1 

16.7 

50.5 


88.8 

78.8 


3.69 

39 

4.3 

25.4 

74.4 


113.8 

109.2 


6.78 

26 

9.0 

17.3 

11.7 


41.9 

33.3 


5.13 

31 

7.5 

34.2 

30.2 


53.4 

80.5 


3.96 

37 

6.3 

44.5 

43.8 


81.8 

110.0 



of concerns had outstanding long-term liabilities. 

such as paper, ink, binding materials, and lead for typecasting. 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table of Fourteen Important Ratios with Inter 

Table of 


1 



Current 

Net 

Net 

Net 

Turn- 




Assets 

Profits 

Profits 

Profits 

over of 


Num- 


to 

on 

on Tan- 

on Net 

Tangible 

line of Business 

ber of 
Con- 

Interquartile 

Range 

Current 

Debt 

Net 

Sales 

gible Net 
Worth 

Wkg. 

Cap. 

Net 

Worth 


cems 










Times 

Per Cent 

Per Cent 

Per Cent 

Times 

Automobile parts 
and accessories 

170 

Upper Quartile 
Median 

3.40 

2.50 

7.21 

4.41 

30.45 

20.85 

42.95 

26.96 

5.51 

4.07 


Lower Quartile 

2.06 


14.55 


3.30 

Automobile tires 
and tubes 

29 

Upper Quartile 
Median 


8.42 

3.01 

21.01 

13.15 

26.55 

19.75 

6.79 

3.75 


Lower Quartile 

1.72 

1.47 

8.84 


2.82 

Butter, eggs, and 
cheese 

32 

Upper Quartile 
Median 

3.42 

1.87 


25.50 

10.80 


14.26 

9.72 


Lower Quartile 

1.26 


8.32 

12.70 

6.78 

Cigars, cigarettes, 
and tobacco 

72 

Upper Quartile 
Median 

4.55 

2.07 

2.23 

0.99 


B 

17.51 

13.70 


Lower Quartile 

1.62 

0.31 

6.96 

9.94 

8.63 



Upper Quartile 

9.75 

5.38 

23.70 

36.60 


Confectionery 

31 

Median 

4.38 

2.72 

18.45 

23.00 

7 75 



Lower Quartile 

2.22 

1.45 


19.20 

3.84 

Drugs and drug 
sundries 

62 

Upper Quartile 
Median 

3.51 

2.72 

4.59 

2.38 


26.65 

10.32 

7.66 

6.22 


Lower Quartile 

2.11 

1.22 

6.53 

5.94 

4.54 



Upper Quartile 

6.41 

5.28 


21.45 

5.72 

Dry goods 

155 

Median 

3.32 

2.95 

11.75 

12.50 

4.11 



Lower Quartile 

2.35 

1.65 

6.63 

7.04 

3.12 

Electrical parts 
and supplies 

120 

Upper Quartile 
Median 

2.84 

2.17 

5.53 

3.89 


43.35 

29.25 

8.62 

6.04 


Lower Quartile 

1.78 

2.70 

15.53 


3.33 


* Thi» percentage was determined only for those lines of business in which a reasonable number 
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QUARTiLB Range fob 72 Lines op Business Activitt. — (CorUinued) 
Wholesalers 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Total 
Debt to 
Tangible 
Net 

Worth"* 

Inventory 
to Net 
Working. 
Capital 

Current 
Debt to 
Inventory 

f Funded 
Debts to 
Net Wkg. 
Capital*^ 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

7.74 

24 

9.1 

5.6 

32.8 

56.8 

67.2 

47.9 

8.1 

5.76 

29 

6.0 

12.4 

48.0 

69.8 

89.5 

70.4 

14.1 

3.87 

33 

4.6 

25.1 

73.5 

83.2 

111.0 

96.0 

24.4 

8.32 

22 

1 7.6 

5.5 

26.2 





4.46 

31 

6.3 

13.2 

62.2 



89.7 


3.85 

40 

4.5 

35.6 

91.7 


117.5 

119.5 


40.20 

15 

21.1 

3.6 

22.4 


22.6 

74.4 


17.70 

19 

16.1 

23.6 

57.6 


65.7 

130.5 


14.80 

23 

9.9 

73.2 

89.6 


155.0 

232.0 


30.00 

11 

38.1 

6.0 

46.9 


52.0 

57.8 


18.20 

14 

21.4 

13.3 

58.0 


80.9 

96.4 


11.30 

19 


31.0 

226.0 


137.5 

142.4 


22.20 

13 

23.5 

2.9 

9.6 


43.2 

27.2 


10.35 

19 

13.5 

10.7 

24.1 


66.2 

43.0 


6.73 

52 

11.2 

24.0 

44.5 


105.6 

80.4 


9.29 

17 

8.2 

3.0 

24.3 

61.7 

76.3 

43.4 

6.7 

7.27 

24 

6.5 

9.7 

49.2 

127.3 

96.5 

60.2 

21.5 

5.56 

34 

5.0 

23.4 

76.0 

1 

245.0 

120.0 

79.6 

74.5 

6.76 

21 

10.2 

1.1 

13.9 

40.9 

45.0 

29.6 

8.0 

4.93 

26 

7.5 

3.2 

30.4 

63.2 

71.0 

57.1 

20.2 

3.44 

31 

5.6 

9.2 

59.3 

82.0 

97.2 

77.0 

54.4 

9.76 

27 

13.3 

3.2 


62.4 

59.1 

62.8 

15.3 

7.86 

34 

9.1 

7.9 


80.7 

86.5 

93.7 

23.6 

4.92 

37 

6.1 

21.7 


96.8 

124.5 

130.5 

39.7 


of ooncorns had outstanding long-term liabilities. 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table op Fourteen Important Ratios with Inter 

Wholesalers.— 


Line of BuHiness 

Num¬ 
ber of 
Goii- 

cerris 

Interquartile 

Range 

Current 

Assets 

to 

Current 

Debt 

Net 

Profits 

on 

Net 

Sales 

Net 
Profits 
on Tan¬ 
gible Net 
Worth 

Net 
Profits 
on Net 
Wkg. 
Cap. 

Turn¬ 
over of 
Tangible 
Net 
Worth 

Times 

Per Cent 

Per Cent 

Per Cent 

Times 

Fruits and pro¬ 
duce, fresh 

57 

Upper Quartile 
Median 

Lower Quartile 

5.60 

2.92 1 

1.92 

3.05 

1.64 

0.88 

25.10 

17.35 

2.50 

65.90 

32.30 

3.12 

15.88 

9.72 

4.42 

Furnishings, men’s 

27 

Upper Quartile 
Median 

Lower Quartile 

13.66 

4.45 

2.65 

6.11 

2.28 

0.62 

20.11 

11.35 

2.69 

30.20 

13.36 

2.72 

4.16 

3.05 

2.57 

Gasoline and lu¬ 
bricating oil 

38 

Upper Quartile 
Median 

L(jwer Quartile 

3.03 

1.89 

1.46 

5.04 

3.99 

1.68 

28.50 

20.10 

13.20 

89.60 

30.60 
23.70 

8.32 

5.38 

3.47 

Groceries 

275 

Upper Quartile 
Median 

Lower Quartile 

4.45 

2.58 

1 .86 

2.53 

1.47 

0.72 

19.35 

11.43 

5.16 

24.75 

13.20 

5.08 

11.50 

7.83 

5.55 

Hardware 

1 

12t) 

Upper (Quartile 
Median 

Lower Quartile 

4.74 

3.11 

2.37 

6.25 

4.34 

2.85 

25.30 

18.25 

11.13 

30.20 

22.01 

12.35 

5.14 

4.01 

2.89 

Hosiery and un¬ 
derwear 

44 

Upper Quartile 
Median 

Lower Quartile 

9.65 
4.60 
2.93 

6.33 

4.13 

2.18 

28.46 

15.55 

5.71 

32.55 

17.70 

6.77 

6.00 

4.27 

2.83 

Lumber 

111 

Upper Quartile 
Median 

Lower Quartile 

4.63 

2.74 

1.91 

5.26 

3.25 

1.29 

40.80 

20.64 

9.92 

47.30 

28.10 

17.20 

13.00 

8.58 

3.99 

Lumber and build¬ 
ing material 

i 

47 

Upper Quartile 
Median 

Jx)wer Quartile 

4.50 

2.82 

1.78 

6.65 

4.46 

2 34 

25.85 

18.40 

12.00 

44.15 

24.25 

18.40 

6.45 

3.94 

2.60 


* This porcentaKf’ whn deterniined only for those lines of business in which a reasonable number 
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QtJARTiiiB Ranqb for 72 LiNBB OF Bubinbbb Acttfitt. — (Continued) 
(Cant,) 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Bales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Total 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 


Per Cent 

Per Cent 

Per Cent 

Per Cent 

23.30 

11 

85.2 

10.2 

18.5 


20.8 



17.00 


27.1 

24.6 

32.5 


47.2 

115.5 


10.25 

38 

17.6 

45.2 

72.8 


89.5 

245.5 


5.41 

31 

10.7 

0.7 

6.0 


28.0 

■SI 


3.25 

41 

6.8 

1.9 

23.5 


47.9 

37.9 


2.76 

49 

3.9 

5.9 

38.8 


112.0 



25.70 

20 

31.4 

72.3 

22.6 


40.4 

90.6 


10.30 

34 

19.0 

48.5 

48.8 


67.0 

131.0 


6.53 

58 

10.9 

14.1 

125.5 


164.5 

200.0 


14.70 

12 

10.8 

5.4 

23.7 

64.7 

81.5 

36.1 

11.3 

9.18 

18 

8.2 

13.7 

51.3 

86.7 

116.5 

54.2 

29.3 

7.28 

27 

6.3 

26.0 

82.7 

143.5 

154.0 

73.3 

39.4 

6.86 

19 

mm 



44.9 

68.9 

35.9 

12.0 

5.24 

27 



38.4 

69.5 

85.8 

51.5 

30.7 

3.18 

33 

HI 


57.3 

101.1 

106.4 

73.6 

96.7 

6.69 


11.7 

1.8 

9.6 


28.2 

25.2 


5.57 


9.3 

2.8 

23.2 


48.9 

53.2 


4.08 


7 2 

8.9 



70.8 

77.4 


15.26 

21 ' 

23.5 


19.8 


40.3 



12.05 

26 

11.0 




64.3 

80.7 


5.79 

40 

7.4 


68.6 


91.9 

128.5 


12.50 

30 

9.0 

15.8 

19.0 


55.1 

42.5 


5.84 

56 

6.0 

21.6 

35.5 


73.0 

83.0 


3.77 

70 

1 

5.2 

35.9 

70.0 


94.6 

112.0 



of oonoems had outstandins long-term liabilitieB. 
































































638 


PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table of Fourteen Important Ratios with Inter 

Wholesalers.— 





Current 

Net 

Net 

Net 

Turn- 




Assets 

Profits 

Profits 

Profits 

over of 


Num- 


to 

on 

on Tan- 

on Net 

Tangible 

Line of BusineBs 

ber of 
Con¬ 
cerns 

Interquartile 

Range 

Current 

Debt 

Net 

Sales 

gible Net 
Worth 

Wkg. 

Cap. 

Net 

Worth 




Times 

Per Cent 

Per Cent 

Per Cent 

Times 



Upper Quartile 

4.85 


32.45 


11.35 

Meat and poultry 

35 

Median 

3.48 

2.96 


27.15 

8.96 



Lower Quartile 

2.27 


M 


6.30 

Outerwear, 

knitted 


Upper Quartile 


8.02 


16.75 

4.88 

26 

Median 



6.42 

7.26 

3.59 


Lower Quartile 


m 

3.62 

3.94 

2.88 

Paints, varnishes, 
and lacquers 

29 

Upper Quartile 
Median 

3.80 

2.59 

6.28 

4.08 

■ 

34.50 

23.10 

3.42 

3.22 


Lower Quartile 

1.70 

3.54 

7.68 

10.65 

2.19 



Upper Quartile 

4.08 

5.65 



7.42 

Paper 

127 

Median 

2.59 

3.54 

20.50 


4.33 



Lower Quartile 

2.03 

2.46 

11.34 

17.26 

3.57 

Plumbing and 
heating supplies 

99 

Upper Quartile 
Median 

3.55 

1 2.49 

5.91 

4.79 



6.53 

4.74 


Lower Quartile 

1.95 

2.48 


12.68 

3.86 

Shoes, men’s and 


Upper Quartile 

10.00 

5.86 

29.85 

39.88 

5.34 

38 

Median 

3.56 

2.01 

13.66 

13.75 

5.00 

women’s 


1 Lower Quartile 

2.36 


1.93 

4.63 

3.60 



Upper Quartile 

3.29 

6.24 

m 

52.90 

11.40 

Wines and liquors 


Median 

1.99 

2.66 


29.25 

6.60 



Lower Quartile 

1.63 

1.55 

12.90 

14.78 

5.32 

Women’s wear. 


Upper Quartile 

4.83 

2.71 

8.65 

8.65 

3.82 

coats, suits, and 

30 

Median 

2.74 

1.42 

5.13 

5.62 

3.18 

dresses 


Lower Quartile 

2.43 

0.77 

1.98 

2.93 

2.27 


* This percentage was determined only for those lines of business in which a reasonable number 
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aCABTiLE Range fob 72 Lines of Business AcTiviTr.— {Continued) 
(CotU.) 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Total' 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per cent 

Per Cent 

28.40 

11 

46.1 

6.0 

16.1 


18.6 

17.6 


15.23 

19 

27.3 

22.9 

21.3 


30.7 

23.0 


9.11 

47 

17.6 

36.9 

37.4 


58.8 

59.2 


4.93 

18 


0.7 

7.2 


32.8 



3.93 

29 

6.3 

1.5 

19.2 


54.6 



2.91 

42 

3.8 

3.3 

46.3 


75.7 

68.0 


5.77 

20 

7.1 

5.6 

18.3 



46.8 


4.84 

30 

5.7 

18.9 

38.4 


103.0 

73.6 


3.30 

46 

3.6 

36.2 

57.2 


122.5 



11.88 

23 

13.1 

2.8 

26.1 

60.6 

44.7 

56.0 

12.5 

6.13 

27 

7.8 

8.5 

49.8 

93.4 

72.4 

89.0 

26.6 

4.52 

35 

6.1 

18.2 

73.6 

147.0 

100.7 

122.0 

51.5 

8.36 

24 

11.7 

6.0 

34.3 

■a 

66.9 

57.2 

35.5 

6.49 

32 

7.5 

15.3 

54.3 


83.6 

83.6 

63.0 

5.10 

36 

5.4 

31.9 

76.0 


109.2 

108.7 

99.4 

7.91 

18 

26.2 

■n 

11.3 


36.7 

37.5 


6.10 

27 

10.3 

HI 

35.3 


60.5 

79.8 


3.72 

42 

4.8 

7.1 

67.5 

. 

79.5 

114.7 


13.34 

18 

13.2 

4.0 

36.5 



57.2 


8.36 

29 

9.3 

9.3 

70.7 



83.0 


6.56 

36 

5.9 

29.3 

130.0 



134.5 


5.30 

27 

44.0 

0.9 

21.3 


27.2 

50.0 


4.19 

38 

11.0 

2.9 

32.1 


48.3 

104.5 


2.71 

46 

4.8 

7.3 

58.6 


75.7 

163.2 



of oonccms had outstanding long-torm liabilities. 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table of Foxtbteen Impobtant Ratios with Inter 

Table of 


Line of Business 

Num¬ 
ber of 
Con¬ 
cerns 



Net 

Profits 

on 

Net 

Sales 

Net 
Profits 
on Tan¬ 
gible Net 
Worth 

Net 
Profits 
on Net 
Wkg. 
Cap. 

Turn¬ 
over of 
Tangible 
Net 
Worth 

Times 

Per Cent 

Per Cent 

Per Cent 

Times 

Clothing, men’s 
and boys’ 

125 

Upper Quartile 
Median 

Lower Quartile 

7.19 

3.81 

2.42 

8.64 

5.76 

3.41 

21.80 

16.53 

11.60 


4.21 

2.65 

2.01 

Clothing, men’s 
and women’s 

69 

Upper Quartile 
Median 

Lower Quartile 


12.65 

6.56 

2.54 

21.95 

17.10 

7.28 

39.35 

21.90 

13.33 

4.49 

2.68 

1.15 

Department stores 

340 

Upper Quartile 
Median 

Lower Quartile 

4.50 

3.09 

2.37 

6.82 

4.22 

2.62 

n 

31.70 

22.60 

14.65 

4.82 

3.86 

2.79 

Fur garments 

30 

Upper Quartile 
Median 

Lower Quartile 

4.70 

2.72 

2.21 

16.45 

3.87 

1.58 

29.30 

13.30 
4.80 

29.90 

16.35 

6.92 

4.10 

3.02 

1.69 

Furnishings, men’s 

39 

Upper Quartile 
Median 

Lower Quartile 

6.28 

3.68 

2.57 


32.00 

17.20 

11.08 

38.15 

20.90 

14.43 

3.90 

2.87 

2.27 

Furniture 

98 

Upper Quartile 
Median 

Lower Quartile 

6.49 

3.54 

2.48 

10.80 

8.16 

3.50 

26.05 

16.98 

9.23 

31.95 

22.80 

14.28 

3.30 

2.50 

1.68 

Furniture, install¬ 
ment 

■ 

Upper Quartile 
Median 

Lower Quartile 

Bi 

9.15 

7.04 

2.95 

18.43 

12.40 

7.72 

23.80 

14.75 

8.96 

2.59 

2.01 

1.55 

Hardware 

■ 

Upper Quartile 
Median 

Lower Quartile 

9.08 

5.16 

4.40 

13.13 

5.98 

4.20 

31.48 

20.80 

11.17 

41.85 

22.00 

15.36 

3.80 

2.71 

2.32 

Lumber 

87 

Upper Quartile 
Median 

Lower Quartile 

6.36 

3.65 

2.34 

8.87 

5.90 

3.35 


34.60 

19.70 

13.05 

4.11 

2.64 

1.85 


* This percentage was determined only for those lines of business in which a reasonable number 
t Part of the annual sales were for cash and part were on charge account. To obtain an average 
net sales and then to have determined the average number of da}^ for which the accounts and notes 
available in too few oases to obtain an average collection period which could be used as a broad guide. 
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QTTABTiLB Ranqb FOR 72 LiNES OF BUSINESS AcTiviTT.— (Continued) 
Retailers 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Total 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
, Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital* 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

Per Cent 

5.30 

t 

6.3 

3.0 

12.2 

28.9 

52.7 

25.3 

13.6 

3.59 

t 

4.8 

7.5 

32.3 

54.4 

69.6 

55.2 

38.1 

2.21 

t 

3.5 

22.4 

50.6 

78.5 

111.2 

75.3 

70.3 

5.59 

t 

5.8 

3.6 

Wil 

hhh 

41.0 

25.7 


3.35 

t 

4.2 

9.9 


HHH 

76.8 

52.5 


1.71 

t 

3.0 

17.9 


|H|| 

94.9 

95.8 


6.58 

t 

8.9 

6.2 

20.7 

41.2 

46.8 

43.9 

17 3 

5.09 

t 

6.9 

17.0 

32.2 

57.3 

72.4 

72.6 

28.4 

3.60 

t 

5.1 

37.2 

50.6 

63.3 

92.0 

98.4 

44.4 

4.56 

t 

8.5 

1.9 

19.3 


37.9 

54.2 


3.50 

t 

6.6 

3.5 

34.3 


53.1 

94.4 


1.60 

t 

4.2 

10.3 

69.6 


84.6 

200.2 


5.31 

t 

6.9 

2.8 

14.3 


53.8 

32.4 

. 

4.24 

t 

5.1 

7.2 

30.0 


88.4 

45.2 


2.62 

t 

3.7 

20.8 

49.2 


114.6 

65.6 


5.06 

t 

7.5 

3.2 

12.4 

29.5 

34.7 

34.3 

14.9 

3.03 

t 

5.1 

7.7 

29.6 

59.0 

53.7 

56.6 

25.4 

2.03 

t 

4.0 

26.3 

54.8 

77.8 

90.8 

96.8 

45.8 

2.73 

28 

6.7 

2.5 

11.4 

31.9 

30.7 

32.2 

8.3 

2.26 

78 

5.3 

6.1 

26.1 

64.9 

45.0 

61.0 

25.7 

1.83 

137 

4.1 

21.6 

50.4 

80.2 

65.0 

101.0 

33.4 

4.25 

t 


mi 



57.4 

18.3 


3.15 

t 


■n 



78.9 

36.6 


2.63 

t 


38.2 



93.0 

41.6 


6.04 

21 



14.1 


47.7 

33 3 


3.52 

33 

4.8 


30.2 


irai 

57.2 


2.59 

46 

3.5 

32.8 

62.0 


HI 

99.9 



of ooncems had outstanding long-term liabilities. 

collection period it would have been necessary to dmluct the amount of the cash sales from the annual 
receivable wore outstanding based upon the resultant yearly charge sales. This information was 
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PRACTICAL FINANCIAL STATEMENT ANALYSIS 


1947 Table of Fourteen Important Ratios with Inter 

Retailers.— 


Line of Business 

Num¬ 
ber of 
Con¬ 
cerns 

Interquartile 

Range 

Current 

Assets 

to 

Current 

Debt 

Net 

Profits 

on 

Net 

Sales 

Net 
Profits 
on Tan¬ 
gible Net 
Worth 

Net 
Profits 
on Net 
Wkg. 
Cap. 

Turn¬ 
over of 
Tangible 
Net 
Worth 

Times 

Percent 

Per Cent 

Per Cent 

Times 

Lumber and build¬ 
ing material 

B 

Upper Quartile 
Median 

Lower Quartile 

6.55 

3.14 

2.00 

7.53 

5.03 

4.16 

34.23 

22.70 

10.10 

58.80 

39.30 

18.10 

4.50 

3.27 

1.85 

Shoes, men’s and 
women’s 

B 

Upper Quartile 
Median 

Ijower Quartile 

4.73 

2.87 

1.93 

6.86 

2.93 

1.92 

20.60 

1 9.92 
7.97 

35.80 

20.60 

9.27 

5.62 

4.27 

2.27 

Women’s specialty 
shops 

143 

Upper Quartile 
Median 

Lower Quartile 

3.70 

2.37 

1.89 

8.45 

4.73 

2.35 

25.05 

15.80 

9.48 

34.85 

22.39 

14.55 

4.73 

3.40 

2.14 


This percentage was determined only for those lines of business in which a reasonable number 
t Part of the annual sales were for cash and part were on charge account. To obtain an average 
net sales and then to have determined the average number of days for which the accounts and notes 
available in too few cases to obtain an average collection period which could be used as a broad guide. 














APPENDIX 


643 


QUABTILB Ranob FOB 72 LiNBS OF BUSINESS AcTiviTT.— (Cmtiniied) 
(Coni.) 


Turnover 
of Net 
Working 
Capital 

Average 

Collec¬ 

tion 

Period 

Net 

Sales to 
Inventory 

Fixed 
Assets to 
Tangible 
Net 
Worth 

Current 
Debt to 
Tangible 
Net 
Worth 

Total 
Debt to 
Tangible 
Net 

Worth* 

Inventory 
to Net 
Working 
Capital 

Current 
Debt to 
Inventory 

Funded 
Debts to 
Net Wkg. 
Capital 

Times 

Days 

Times 

Per Cent 

Per Cent 

Per Cent 

Per Cent 


Per Cent 

8.26 

27 

11.5 

16.6 

16.6 


41.6 

41.3 


4.17 

46 

8.7 

24.8 

33.3 


62.3 

65.4 


2.64 

62 

6.7 

42.4 

61.2 


101.0 

103.4 


7.28 

t 

6.7 

3.3 

21.6 


63.2 

28.0 


5.60 

t 

5.4 

12.7 

40.7 


98.9 

55.3 



t 

3.6 

48.8 

76.2 


157.0 

76.6 


7.46 

t 


5.8 

23.2 

61.5 

45.4 

63.4 

11.9 

4.57 

t 

7.4 


42.1 

78.0 

68.0 

92.2 

82.4 

2.66 

t 

5.3 

B 

74.0 

114.3 

96.9 

134.0 

169.5 


of concerns had outstanding long-term liabilities. 

collection period it would have been necessary to deduct the amount of the cash sales from the annual 
receivable were outstanding based upon the resultant yearly charge sales. This information was 




























Index 


A 

ABC Company, balance sheet termi¬ 
nology, 144 
Acceptances, trade: 

Early use of, 8 

For merchandise and equipment, 70, 
80, 95, 97 

Accommodation paper, early use of, 7-9 
Accountancy: 

Authoritative studies regarding, 613- 
620 

Bankers’ influence on, 598-602, 613- 
615 

Credit Men’s Associations’ influence 
on, 598 
Early, 21-23 

Federal Reserve System’s influence on, 
598-602, 613-615, 621 
First legal recognition of, 22 
Future of, 620-621 
Recent evolution of, 591-621 
Sources of influence on, 598-621 
Trade associations’ influence on, 598 
Accountants: 

American Institute of (See also Ameri¬ 
can Institute of Accountants), 19, 
27n., 206n.-208, 441n.-442, 508- 
509?i., 51371.—514w., 581—58371., 

59271., 599, 602-605, 613-616, 621 
Definition of independent, 5947i.-6967i. 
Personal judgments of, 594-597 
Verification blank of National Credit 

Office, Inc., 123-125 
Accounting: 

Introduction to Corporate Standards of^ 

6577., 8471., 49771., 58271., 608, 
618-620 

Language of, 29-80 
MacNeil, Kenneth, Truth in Account- 
ifiQy 6577.-66n., 59177. 

Research Bulletins of American Insti¬ 
tute of, 19, 2771., 20677., 508- 

50977., 51377.-51477., 581-58377., 

59277., 599, 602-605, 613-616, 621 


Accounting conventions, effects of, 
294, 593-594 
Accounting firms: 

Early views regarding current position, 
183-184 

First American, 597-598 
Accounts, annual closing at low point, 
208-209 

Accounts payable, analysis of, 95, 97- 
98 

Accounts receivable: 

Assignment of, 98-99 
Heavy, 4 

From officers, directors, and employees, 
87-88 
Past due, 4 

For sale of merchandise, 70, 76-78 
Accrued bonuses, 99 
Accrued commissions, 99 
Accrued taxes, 99 
Accrued wages, 99 

Acetate, rayon, and silk dress manu> 

FACTURERS: 

Average collection period, 382, 628- 
629 

Current assets to current liabilities, 
197, 628 

Current liabilities to inventory, 628- 
629 

Current liabilities to tangible net 
worth, 220, 628-629 
Fixed assets to tangible net worth, 
288, 628-629 

Interquartile range of ratios, 628-629 
Inventory to net working capital, 350, 
628-629 

Net profit to net sales, 569, 628 
Net profit to net working capital, 628 
Net profit to tangible net worth, 560, 
628 

Net sales to inventory, 323, 628-629 
Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 409- 
410, 628 



646 


INDEX 


Acetate, rayon, and silk piece goods 
converters: 

Average collection period, 382, 632-633 
Current assents to current liabilities, 
197, 632-633 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible net worth, 
287-288, 632-633 

Interquartile range of ratios, 632-633 
Inventory to net working capital, 350, 
632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 560- 
562, 632 

Net sales to inventory, 323, 632-633 
Net sales to net working capital, 433, 
632-633 

Adams, P'red S., yacht and launch 
builder, 217 

Adjustments, profit and loss statement, 
527-530 

Advance payments, 95, 99-100 
Advances : 

On merchandise, 71, 82-83 
To subsidiaries and affiliates, 87, 90- 
92 

Advertising agencies, fiscal closing 
dates, 210 
Affiliates: 

Advances to, 87, 90-92 
Defined, 91n.-92 
Investments in, 87, 90-92 
Aging of inventories, 305-307 
Air-conditioning, heating, and piping 
contractors {See also Plumbing 
and Heating Supplies Wholesalers) 
fiscal closing dates, 210 
Airplane parts and accessories manu¬ 
facturers: 

Average collection period, 382 
Comparative balance sheet, 352-353 
Current assets to current liabilities, 
196-197 

Current liabilities to tangible net 
worth, 220, 222 

P'ixed assets to tangible net worth, 288 
Funded debt to net working capital, 
266 


Airplane parts and accessories manu¬ 
facturers {continued): 

Inventory to net working capital, 
349-350 

Net profit to net sales, 569 
Net sales to inventory, 323 
Net sales to net working capital, 
433 

Net sales to tangible net worth, 410 
Total liabilities to tangible net worth, 
245-246 

Alcoholic beverage retailers {See 
also Wine and Liquor Distributors) 
Elements of net sales, 154 
Standard operating ratios, 522 
Alleghany Corporation, Securities aqd 
Exchange Commission charges 
against, 579n., 595n.-596n. 

Allied Chemical and Dye Corpora¬ 
tion, dividends on treasury stock, 
600 

Allis-Chalmers Manufacturing 
Company, financial statements 
{forms) j 178, 180-182 
Allowances, returns and, 496-498 
Alphabet stock {See also Capital 
Stock), 107-110 

American Acceptance Council, trade 
acceptance crusade, 80 
American Accounting Association: 
Objectives, 582n.-584n., 599, 605-608, 
613, 621 

Views on extraordinary charges, 582n.- 
584n. 

American Can Company, base stock 
valuation, 300 

American Car and Foundry Company: 
General balance sheet (/orm), 178- 
180 

versus Oscar B. Clinton on consolidated 
balance sheet, 58n. 

American Colonies: 

Business records in, 5-6, 67-68 
Currency inflation in, 12-13 
Letters of reference and recommenda¬ 
tion, 5-6 

Long-term liabilities in, 226-228 
Record books of, 5-6, 67-68 
Trade with English merchant-bankers, 
5-6 

American Dock & Improvement Com¬ 
pany, earliest bond listings, 231 
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American Institute of Accountants; 

Bulletins, 19, 27n., 206n.~208, 441n.“ 
442, 508-609n., 613n.~514n., 581- 
583n., 592n., 599, 602-<605, 613- 
616, 621 

Committee on Accounting Procedure, 
508-509, 602-605 

Enlarged committee on natural busi¬ 
ness year, 207-208 

Examination of Financial Stalementa 
by Independent Public Accountants, 
592n. 

Extensions of Auditing Procedure, 603- 
604 

Pamphlet on natural business year, 
206n. 

Views regarding: 

Balance sheet changes, 441n.-442 
Extraordinary charges, 581-583n. 
Inventory undervaluation, 513n.- 
514n. 

Surplus adjustments, 581-583n. 

Tax adjustments, 508-509n. 
American Machine Corporation and 
Subsidiary Companies, consolidated 
balance sheet (form), 133-135 
American Petroleum Institute, rec¬ 
ommended inventory valuation, 
30371 * 

American Smelting & Refining Com¬ 
pany: 

Agreement to publish financial state¬ 
ments, 600 

Base stock valuation, 299n.-300n. 
American Tobacco Company: 

Average-cost inventory valuation, 
301n. 

Current asset segregation, 178 
Ames Manufacturing Co., statement 
of sources and applications of funds, 
487-489 
Analysis: 

Background of, 3-144 

Based upon natural business year, 
209 

Commercial banker’s, 34-37, 43-45 

Comparative balance sheet (See also 
Balance Sheet), 441-490 

Comparative profit and loss statement, 
523-532 

Condensed: 

Boiler manufacturer, 240-244 


Analysis ( continued ,): 

Condensed (continued): 

Book,Cloth Manufacturing Corpora¬ 
tion, 389, 402-408 
Chain Drug Stores, Inc., 342-345 
Chemical manufacturer, 316-319 
Clothing manufacturer, 311-316, 
453-454 

Clothing retailer, 308-311 
Commercial Printing Corporation, 
187-190 

Commercial Truck Corporation, 389, 
394-402 

Cotton cloth converter, 338-342,389, 
402-408 

Department store, 232-236, 275, 
279-282 

Drug store, 342-345 
Dye Works Company, Inc., 257- 
261 

Electrical Specialty Corporation, 
236-240, 242 

Electrical Supply Wholesale Cor¬ 
poration, 369-373 

Fruit & Vegetable Canners, Inc., 
345-349 

Fuel and oil wholesaler, 276-279 
Furniture manufacturer, 190-193 
Industrial Chemicals, Inc., 316-319 
Kitchen Equipment Manufacturing 
Corporation, 253-257, 265 
Ladies’ Coat Company, 389-394 
Launch builder, 217-219 
Liquor wholesalers, 211, 214-217, 
415-420 

Lumber wholesaler, 282-285 
Men’s Clothing Company, 211-214, 
216 

Men’s shirt manufacturer, 415, 420- 
427, 433 

Men’s Suit Co., Inc., 311-316, 453- 
454 

Midwestern Department Store, Inc., 
279-282 

Paint & Varnish Mfg. Co., Inc., 
193-196 

Period Furniture Co., Inc., 190-193 
Piece goods finisher, 257-261, 265 
Pipe-fittings manufacturer, 261-264 
Plumbers Specialty Mfg. Corpora¬ 
tion, 377-380 

Power Boiler Corporation, 240-244 
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Analysis {continued): 

Condensed (continued): 

Resort Department Store, Inc., 232- 
236 

Retail Men's Clothing, Inc., 308- 
311 

Royal Foundry Co., Inc., 377-380 
Shipbuilding Corporation, 217-219 
Shirt Mfg. Co., Inc., 420-427, 433 
Toy distributors, 373-376 
Truck manufacturer, 389, 394-402 
Valve & Pipe Manufacturing Co., 
Inc., 261-264 

Vegetable and fruit canner, 345-349 
West Coast Lumber Co., Inc., 282- 
285 

Wholesale Fuel & Oil Corporation, 
276-279 

Wholesale liquor distributors, 211, 
214-217, 415-420, 434 
Wholesale Toy Corporation, 373-376 
Women's coat manufacturer, 389- 
394 

Woolen Cloth Mills, Inc., 415, 427- 
431 

Yacht builder, 217-219 
Corporate treasurer's, 40-45 
Dividend disbursement, 585-587 
Financial statement (See also Financial 
Statements): 

Absence of, 39-40 
Importance of, 3-30 
Personal judgment in, 594-597 
Philosophy underlying, 591-621 
Internal: 

Balance sheet, 415-438 
Profit and loss statement, 518-523, 
529 

Mercantile credit manager's, 31-34, 
43-45 

Miscellaneous charges, 585-587 
Natural business year basis of, 209 
Points of view toward, 31-45 
Profit and loss statement (See also 
Profit; Profit and Loss Statement), 
493-574 

Qualitative versus quantitative, 355 
Sales: 

Blank Book Manufacturing Com¬ 
pany, 162-165 
Haberdashery shop, 156-158 
Illustrations of, 155-165 


Analysis (continued): 

Sales (continued): 

Ladies* Specialty Shop, 159-160 
Qualifications to, 165-167 
Techniques, 150-167 
Wholesale Woolen Company, 160- 
162 

Small business, 147-169 
Stockholder's, 37-40, 44 
Surplus account, 577-588 
Treasurer's, 40-45 
Without financial statements, 39-40 
Antecedent information (See also 
Supplementary Information): 
Defined, 46-48 
Incorrect, 48-52 
,On large corporations, 51-52 
Unfavorable, 49-52 

Anticipation rate on notes in fur 
TRADE, 78n. 

Anyon, James T., Recollections of the 
Early Days of American Accountancyy 
22n. 

Apparel retailers (See also Clothing 
Manufacturers and Wholesale and 
Retail Distributors): 

Elements of net sales, 154 
Operating expense percentages, 522 
Applications of funds, sources and, 
469-490 

Appraisals (^ee also Assets; Fixed 
Assets), downward asset, 514 
Arabic numerals, growing imjwrtance 
of, 3-30 
Aristotle, 307 
Assets: 

Classification of, 69-94, 183-184 
Current: 

Accounting firm subclassification of, 
183-184 

Baltimore and Ohio Railroad treas¬ 
ury stock as, 179 
Classification of, 69-84, 183-184 
Colorado Fuel & Iron Corporation, 
advance royalties as, 180 
Commercial Printing Corporation, 
187-190 

Earliest industrial-corporation clas¬ 
sifications of, 178-183 
Evolution of, 175-186 
General Electric Co., deferred 
charges as, 180 
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Assets {eofUinved): 

Current (continvM): 

National Enameling & Stamping 
Co., First Mortgage Bonds as, 180 
Paint & Varnish Mfg. Co., Inc., 
193-196 

Period Furniture Co., Inc., 190- 
193 

Public corporations^ 176-183 
Railroad corporation, 175-180, 182 
To current liabilities, 173-201, 626, 
628, 630, 632, 634, 636, 638, 640, 
642 

Treasury stock as, 179 
Views of accounting firms, 183-184 
Deficiencies in accounting for, 607-609 
Effects of downward appraisals of, 514 
Fixed (see Fixed Assets) 

Fund applications in increases of, 
473-474 

Funds from decreases in, 470, 472- 
473 

Intangible, 93-94 
Liquid, 70-80, 83-84, 174, 183n. 
Miscellaneous, 86-93 
Quick, 70-80, 83-84, 174, 183n. 
Separation of depreciable, 85 
Upward revaluation of, 577-579 
Valuation at lower of market or cost, 
273-274 

Working, Norfolk and Western Rail¬ 
road Company, 177 
Assignment of accounts: 
Nonnotification plan, 98-99 
Notification plan, 98-99 
Associated Gas & Electric Company, 
Securities and Exchange Commis¬ 
sion report on, 596n. 

Atchison, Topeka & Santa Fb Rail¬ 
way Co., current asset classifica¬ 
tion, 178 

Auditing, American Institute of Ac¬ 
countants bulletin on, 603-605 
Austria, American loans to, 655 
Auto Accessories Manufacturing 
CoRP., ratio analysis, 327-328 
Automobile parts and accessories 

MANUFACTURERS AND DISTRIBUTORS: 

Average collection period, 382-383, 
626-627, 634-635 

Current assets to current liabilities, 
197-198, 626, 634 


Automobile parts and accessories 

MANUFACTURERS AND DISTRIBUTORS 
(continued): 

Current liabilities to inventory, 626- 
627, 634-635 

Current liabilities to tangible net 
worth, 200-221, 626-627, 634-636 
Elements of sales, 154-155 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288-289, 626-627, 634-635 
Funded debt to net working capital, 
266, 626-627, 634-635 
Interquartile range of ratios, 626-627, 
634r-635 

Inventory to net working capital, 
350-351, 626-627, 634-635 
Net profit to net sales, 569, 571, 626, 
634 

Net profit to net working capital, 626, 

634 

Net profit to tangible net worth, 560- 
562, 626, 634 

Net sales to inventory, 323-324, 626- 
627, 634-635 

Net sales to net working capital, 433- 
434, 626-627, 634-635 
Net sales to tangible net worth, 410- 
411, 626, 634 

Standard operating ratios, 522 
Total liabilities to tangible net worth, 
245-246, 626-627, 634-635 
Automobile tire manufacturers: 
Interquartile range of ratios, 634- 

635 

Note settlements, 78-79n. 
Automobiles, valuation of, 85 
Automotive retailers (See also Auto¬ 
mobile Parts and Accessories Manu¬ 
facturers and Distributors): 

Elements of net sales, 154 
Operating expense percentages of sales, 
522 

Average collection period: 

Formula for computing, 356-357 
Interquartile range, 627, 629, 631, 633, 
635, 637, 639, 641, 643 
Significance of, 355-385 
Tables for determining, 357-368 
Typical, 380-384 

Average cost, inventory at, 297, 301- 
302, 325 
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B 

Bad debts, personal judgment in re¬ 
serves for, 597 

Badger, Minor C., observations on 
overtrading, 386n. 

Baker Library, Harvard Graduate 
School of Business Administration, 
67n., 178n. 

Bakers: 

Average collection period, 382, 626-627 
Current assets to current liabilities, 
197, 626 

Current liabilities to inventory, 626- 
627 

Current liabilities to tangible net 
worth, 220, 626-627 
Fixed assets to tangible net worth, 
287-288, 626-627 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 626-627 
Inventory to net working capital, 
350, 626-627 

Net profit to net sales, 569, 626 
Net profit to net working capital, 
626 

Net profit to tangible net worth, 560, 
626 

Operating expense percentages, 522 
Total liabilities to tangible net worth, 
245 

Turnover of inventory, 322-323, 626- 
627 

Turnover of net working capital, 432- 
433, 626-627 

Turnover of tangible net worth, 410, 
626 

Balance sheet: 

ABC Company, 144 
Accounting conventions, 294, 593-594 
Allis-Chalmers Manufacturing Com¬ 
pany (forms) j 178, 180-182 
American Car and Foundry Company 
(forms), 178-180 

Candy Manufacturing Corporation, 
413-414 

Cement Mfg. Co., Inc., 269-270 
Classification of items in, 64-144 
Comparative (forms): 

Airplane Parts Mfg. Co., Inc., 
352-353 


Balance sheet ( continued ): 

Comparative (forms) (continued): 
Auto Accessories Manufacturing 
Corporation, 327-328 
Bank, 442 

Beer Brewing Co., Inc., 290 
Boiler manufacturer, 240-244 
Book Cloth Manufacturing Cor¬ 
poration, 389, 402-408 
Building Products Corporation, 248- 
249 

Chain Drug Stores, Inc., 342-345 
Chain Retail Grocery Corporation, 
223-224 

Chemical manufacturer, 316-319, 
384-385 

Clothing manufacturers, 311-316, 
412-413, 415, 420-427, 453-454 
Clothing retailer, 308-311 
Cold Storage Warehouse Corpo¬ 
ration, 482-487 

Commercial Printing Corporation, 
187-190 

Commercial Truck Corporation, 389, 
394-402 

Controlled Mechanism Corporation, 
445-454 

Cotton cloth converters, 338-342, 
389, 402-408 

Cylinder Gas Corporation, 224r-225 
Department store, 232-236, 275, 
279-282, 572 

Drug store, 200-201, 342-345, 355 
Dry Goods Wholesale Corporation, 
463-465 

Dye Works Company, 257-261, 265 
Electrical Specialty Corporation, 
236-240, 242 

Electrical Supply Wholesale Cor¬ 
poration, 369-373 

Folding Carton Corporation, 31-45 
Foundry company, 467-468 
Fruit & Vegetable Canners, Inc., 
345-349 

Fuel and oil wholesaler, 276-279 
Funds statement from, 475-487 
Furniture manufacturer, 190-193 
Gasoline and lubricating oil whole¬ 
saler, 563 

Grocery wholesalers and retailers, 
223-224, 435-436 

Industrial Chemicals, Inc., 316-319 
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Balance sheet (corUmited): 

Comparative (forma) (continued): 
Kitchen Equipment Manufacturing 
Corporation, 253-267, 265 
Ladies' Coat Company, 389-394 
Ladies Specialty Shop, 159-160 
Launch builder, 217-219 
Liquor distributors, 211, 214r“2l7, 
415-420 

Lubricating oil and gasoline whole¬ 
saler, 563 

Lumber wholesaler, 282-285 
Machine Manufacturing Corpor¬ 
ation, 290-293 

Men's Clothing Company, 211-214, 
216 

Men's shirt manufacturer, 415, 420- 
427, 433 

Men's Suit Co., Inc., 311-316, 453- 
454 

Midwestern Department Store, Inc., 
279-282 

Oil Refining Corporation, 247 
Paint and Vhrnish Mfg. Co., Inc., 
193-198 

Period Furniture Co., Inc., 190-193 
Piece goods finisher, 257-261, 265 
Pipe-fittings manufacturer, 261-264 
Plumbers Specialty Mfg. Corpor¬ 
ation, 377-380 

Power Boiler Corporation, 240-244 
Pure Candy Corporation, 454-463 
Pure Drug Chain, 200-201 
Regulator Machine Co., Inc., 140- 
141 

Resort Department Store, Inc., 232- 
236 

Retail Drug Chain, Inc., 355 
Retail Furniture Company, Inc., 
476-481 

Retail Men's Clothing, Inc., 308-311 
Retail Shoe Company, 168 
Robbins, Fred A., Proprietor, 156- 
158 

Royal Foundry Co., Inc., 377-380 
Shipbuilding Corporation, 211, 217- 
219 

Shirt Mfg. Co., Inc., 415, 420-427, 
433 

Southern Foundry Company, 467- 
468 

gtate Stove Corporation, 489 


Balance sheet (continued): 
Comparative (forms) (continued): 
Style Dress Manufacturers, Inc., 
412-413 

Toy Wholesaler, 373-376 
Truck manufacturer, 389, 394-402 
Valve & Pipe Manufacturing Co., 
Inc., 261-264 

Vegetable and fruit canner, 345-349 
West Coast Lumber Co., Inc., 282- 
285 

Wholesale Dry Goods Corporation, 
463-465 

Wholesale Fuel & Oil Corporation, 
276-279 

Wholesale Gasoline and Lubric;ating 
Oil, Inc., 563 

Wholesale Grocery Corporation, 

435- 436 

Wholesale liquor distributors, 211, 
214-217, 415-420, 434 
Wholesale Paper Company, 326 
Wholesale Toy Corporation, 373-376 
Wholesale Woolen Company, 160- 
162 

Women's coat manufacturer, 389- 
394 

Woolen Cloth Mills, Inc., 415, 427- 
431 

Yacht builder, 217-219 
Comparative methods of analyzing, 
441-490 

Consecutive yearly figures in, 444—445 
Consolidated: 

American Machine Corporation and 
Subsidiary Companies (form), 134 
Book Cloth Manufacturing Corpor¬ 
ation (form), 403-408 
Deficiencies in, 609-610 
Machinery manufacturer, 136-137, 

436- 437 

Regulator Machine Co., Inc., 140-141 
Securities and Exchange Commission 
rules covering, 58-62 
Wholesale Dry Goods Corporation, 
463-465 

Correct representation in, 48 
Curtain Mfg. Co., Inc., 168-169 
Date, importance of, 442-445 
Deficiencies in, 609-612 
Defined, 65-67 
Development of, 65-69 
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Balance sheet (continued): 

Divisions, 68-69 

Dollar difforenoes in comparative, 445- 
463 
Earliest: 

Blank (form), 10-12 
Published, 699-600 
Federal Reserve Board of Governors: 
Pamphlet on preparation of, 19-21, 
601-602, 614r-616 
Suggested (form), 19-21 
Fraudulent, 48-52n. 

Funds statement from comparative, 
475-487 

Fruit and Vegetable Canning Com¬ 
pany, Inc., 572-574 
Guide to classification (form), 113-117 
Internal analysis, 173-438 
Mercantile Agency: 

Earliest blank, 10-12, 185 
Efforts to obtain, 620 
National Association of Credit Men 
recommended (form), 17-18 
Need for, 3-4 

New York State Bankers’ Association 
(forms), 14-15, 614 
Northern Chemicals, Inc., 384-385 
Paper Mill Corporation, 564-565 
Pennsylvania Bankers’ Association 
adoption of, 15n. 

Pennsylvania Railroad Company 
(forms), 175-178 

Personal judgment in preparation of, 
594-597 

Recorded facts in, 593 
Representations, 48-52 
Retail Specialty Shop, Inc. (form), 
126-128 

Screw & Bolt Corporation, 267-268 
Star Manufacturing Co., Inc., 138-139 
Typical forms of, 117-135 
Wholesalers of Tobacco Products, Inc. 
(form), 129-133 

Baltimore & Ohio Rail Road Co. : 
Bond financing, 229n. 

Current asset segregation, 178-179 
Treasury stock as current asset, 179 
Bangor and Broostook Railroad 
Company, current asset segregation, 
178 
Bank: 

Cash in, 70-73 


Bank ( coniintted ): 

Closed, cash in, 72 
Commercial: 

Accounts assigned to, 99 
Analysis by, 34-37, 43-45 
Comparative statements, 442 
Compensating balances, 73 
Growth of, 329n. 

Influences on accoimting, 14n.-15n., 
20-21, 59, 104-105, 108-111, 183, 
495, 497, 598-602, 613-614 
Credit: 

Early, 6-9 
Secured, 53-54 
Unsecured, 12-23 
Without financial statements, 6-9 
Investigations, 52-54 
Notes payable to, 95-97 
Of New York, organization of, 6-7 
Of North America, organization of, 
6-7, 14-15 

Service Department of National Credit 
Office, Inc., credit analyses of, 
184-185 

Bankers’ Association: 

New York State, statement blanks of, 
14-15, 614 

Pennsylvania, statement forms of, 
15n. 

Bankruptcy: 

Colbert’s laws covering fraudulent, 
50n. 

Reorganizations under Section 77 
N. Y., 261, 263-264, 377 
Barber & beauty supply dealers, 
standard operating ratios, 522 
Baring Brothers & Company, mer¬ 
chant banking business of, 9 
Barret, Walter, Old Merchant of New 
York City, 368n.-369 
Barrow, John Wylie, accounting firm 
of, 22 

Bars and taverns (See also Liquor and 
Wine Wholesalers), standard oper¬ 
ating ratios, 522 

Base stock method, inventory valu¬ 
ation by, 297, 299-300 
Beauty and barber supply dealers, 
standard operating ratios, 522 
Beckman, Theodore N., Credits and 
Collections in Theory and Practice, 
78n. 
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Bedspbead, bedbpring, curtain, dra¬ 
pery, AND MATTRESS MANUFACTUR¬ 
ERS: 

Average collection period, 382, 626- 
629 

Current assets to current liabilities, 
196-197, 626, 628 

Current liabilities to inventory, 626- 

627 

Current liabilities to tangible net 
worth, 220, 626-629 

Fixed assets to tangible net worth, 288, 
626-629 

Funded debt to net working capital, 
266, 626-627 

Interquartile range of ratios, 626- 
629 

Inventory to net working capital, 349- 
350, 626-629 

Net profit to net sales, 569, 571, 626, 

628 

Net profit to net working capital, 626, 
628 

Net profit to tangible net worth, 559- 
560, 562, 626, 628 

Net sales to inventory, 323, 626-629 

Net sales to net working capital, 433, 
626-629 

Net sales to tangible net worth, 410, 
626, 628 

Total liabilities to tangible net worth, 
245-246, 626-627 

Beer Brewing Co., Inc., comparative 
financial statements, 290 

Beet sugar, fiscal closing dates for 
manufacturers of, 210 

Bell, William H., views on extraordi¬ 
nary charges, 581-582 

Bennett, John J., Jr., Attorney General, 
48n. 

Berle, Adolf A. and Gardiner C. 
Means, The Modem Corporation and 
Private Property^ 56n.-57n. 

Bethlehem Steel Corporation, omis¬ 
sion of cents from statements of, 
592n. 

Better Business Bureaus, credit in¬ 
formation supplied by, 62n. 

Beverage manufacturers and dis¬ 
tributors {See also Liquor and 
Wine Wholesalers), fiscal closing 
dates for, 210 


Big board {See also New York Stock Ex¬ 
change), securities listed on, 25-27, 
178-179, 230-231, 699-600 
Biscuit Baking Company, comparp-tive 
profit and loss statement, 532 
Blank Book Manufacturing Com¬ 
pany, sales analysis, 162-165 
Blaw-Knox Company, statement of 
sources and application of funds, 
470n. 

Bleaching and Finishing Company, 
Inc., financial condition of, 403 
Blough, Carman G., letter on extra¬ 
ordinary charges, 609n. 

Board of Governors of Federal 
Reserve System: 

Balance sheet suggested by, 20 
Influences on accountancy, 698-602, 
613, 621 

Pamphlet on preparation of financial 
statements, 19-21, 601-602, 614- 
616 

Profit and loss statement suggested by, 
502 

'‘Uniform Accounts,19n., 601, 614 
Verification of Financial Statements^ 
602-603, 614-615 

Bogart, Ernest L., Economic History of 
American People, 272n. 

Boiler manufacturer, total liabilities 
to tangible net worth, 240-244 
Bonds {See also Liabilities): 

Baltimore & Ohio Railroad Company, 
229n. 

Characteristics of long-term, 212-252 

Defaulted, 555 

Discount, 93 

Early industrial, 230-231 

Early public utility, 230-231 

Early railroad, 228-230 

Foreign, 555 

States free of general obligation, 74n 
War, 73 

Bonuses, accrued, 99 
Book Cloth Manufacturing Cor¬ 
poration: 

Consolidated comparative statements 
{farms), 389, 402-403 
Net sales to tangible net worth, 389, 
402-403 

Book Mills, Inc., profitability of, 403 
Book publishers, fiscal closing date, 210 
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Book retailers: 

Elements of net sales, 154 

Standard operating ratios, 522 
Bookkeeping: 

Hatfield, Henry Rand, Historical De¬ 
fense off 64-65n. 

Paciolo’s writings on, 64-65n. 

Boston & Lowell Railway, early stock 
financing of, 228 

Boston & Providence Railway, bond 
financing of, 228-229 
Bottlers, soft drinks and carbonated 
water: 

Average collection period, 382 
Current assets to current liabilities, 
197 

Current liabilities to tangible net 
worth, 220 

Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288 

Inventory to net working capital, 
350 

Net profit to net sales, 569 
Net profit to tangible net worth, 560 
Net sales to inventory, 322-323 
Net sales to net working capital, 433 
Net sales to tangible net worth, 410 
Bottomry, definition of, 227-228, 247 
Boyle, A. R. M., address on change in 
fiscal date, 207-208n. 

Boys' and men's clothing manufac¬ 
turers: 

Average collection period, 382, 626- 
627, 632-633 

Current assets to current liabilities, 
197, 626, 632 

Current liabilities to inventory, 626- 
627, 632-633 

Current liabilities to tangible net 
worth, 220, 626-627, 632-633 

Fixed assets to tangible net worth, 288, 
626-627, 632-633 

Funded debt to net working capital, 
266, 626-627 

Interquartile range of ratios, 626-627, 
632-633 

Inventory to net working capital, 350, 
626-627, 632-633 

Net profit to net sales, 569, 626, 632 

Net profit to tangible net worth, 560, 
626, 632 


Boys' and men's clothing manufac¬ 
turers { continued ): 

Net sales to inventory, 311-316, 323, 
626-fi27, 632-633 

Net sales to net working capital, 433, 
626-627, 632-633 

Net sales to tangible net worth, 410, 
626, 632 

Total liabilities to tangible net worth, 
245-246, 626-fi27 

Boys' and men's clothing retailers: 
Current assets to current liabilities, 
198, 640 

Current liabilities to inventory, 640- 
641 

Current liabilities to tangible net 
worth, 211-214, 221, 640-641 
Elements of net sales, 154-155 
Mxed assets to tangible net worth, 287, 
289, 640-641 

Funded debt to net working capital, 
266-267, 640-641 

Inventory to net working capital, 351, 
640-641 

Net profit to net sales, 570-571, 640 
Net profit to net working capital, 640 
Net profit to tangible net worth, 539, 
561-562, 640 

Net sales to inventory, 308-311, 324, 
640-641 

Net sales to net working capital, 434, 
640-641 

Net sales to tangible net worth, 411, 
640 

Operating expense ratios, 522 
Total liabilities to tangible net worth, 
245, 640-641 

Bradstreet Company {See also Dun & 
Bradstreet, Inc.; Mercantile Agency): 
Acquired by Mercantile Agency, 6n. 
Organization of, 6 
Brands, valuation of, 93 
Brazil, defaulted bonds of, 555 
Break-even charts: 

Conventional: 

Construction of, 540-549 
Detailed, 547-549 

Men's Knitted Underwear Corpor¬ 
ation, 534-549 
Pictograph, 549-551 
Simple, 534-540 
Types, 533-552 
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Bbbak-even point: 

Determination, 533-552 
Net sales above, 567-568 

Breweries (See also Liquor and Wine 
Wholesalers): 

Average collection period, 382, 626-627 
Current assets to current liabilities, 
196-197, 626 

Current liabilities to inventory, 626- 
627 

Fiscal closing dates, 210 
Fixed assets to tangible net worth, 287- 
288, 626-627 

Fimded debt to net working capital, 
266-267 

Interquartile range of ratios, 626-627 
Inventory to net working capital, 350, 
626-627 

Net profit to net sales, 569, 626 
Net profit to net working capital, 626 
Net profit to tangible net worth, 560, 
626 

Net sales to inventory, 323, 626-627 
Net sales to net working capital, 433, 
626-627 

Net sales to tangible net worth, 410- 
411, 626 

Total liabilities to tangible net worth, 
245 

British merchant-bankers, colonial 
trade with, 5-6 

Broad, Samuel J., ^‘Methods of Plan¬ 
ning and Taking Inventories,^’ 499n. 

Brown, Lewis H., on amending Renego¬ 
tiation Law, 556n. 

Brown, Dr. Theodore H., on least 
squares method, 538n. 

Brundagb, Percival F., **Treatment of 
No-par-value Stock in New York,” 
93n.-94n. 

Buchanan, Norma S., Economics of Cor¬ 
porate Enterprise^ 252n. 

Building contractors: 

Current assets to current liabilities, 
197, 628 

Current liabilities to tangible net 
worth, 220, 628-629 
Fixed assets to tangible net worth, 288, 
628-629 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 628-629 


Building contractors { continued ): 

Net profit to net sales, 569, 628 

Net profit to tangible net worth, 560, 
628 

Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 410, 
628 

Total liabilities to tangible net worth, 
245 

Building material and lumber whole¬ 
salers AND retailers: 

Average collection period, 383, 636- 
637, 640-643 

Comparative financial statements, 282- 
285 

Current assets to current liabilities, 
198, 636, 640-642 

Current liabilities to inventory, 636- 
637, 640-643 

Current liabilities to tangible net 
worth, 221-222, 636-637, 640- 
643 

Element of net sales, 154-155 

Fixed assets to tangible net worth, 282- 
285, 287, 289, 636-637, 640-643 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 636-637, 
640-643 

Inventory to net working capital, 351, 
636-637, 640-643 

Net profit to net sales, 570, 636,640, 
642 

Net profit to net working capital, 636, 
640, 642 

Net profit to tangible net worth, 561, 
636, 640, 642 

Net sales to inventory, 324, 636-637, 
640-643 

Net sales to net working capital, 434, 
636-637, 640-643 

Net sales to tangible net worth, 440- 
441, 636, 642 

Operating expense percentages, 522- 
523 

Total liabilities to tangible net worth, 
245 

BxnLDiNG Products Corporation, com¬ 
parative financial statement, 248- 
249 

Buildings, valuation of, 85-86 
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Bureau of Internal Revenue (See also 
Treasury Department), press re¬ 
leases, 271n. 

Business enterprises (See aleo Cor¬ 
porations and Partnerships): 
Analysis of small, 147-169 
Causes of failure, 219n. 

Growth in number of, 23-25, 656-557 
Income tax returns, base-stock valu¬ 
ation rejected, 300 
Large: 

Antecedent information, 51-52 
Net profit, 580-584 
New York State Bankers^ statement 
blank, 14-15, 614 
Structure, 57-62 

Service element in modern, 333-334 
Small: 

Characteristics of, 148-150 
Net profit of, 579-580 
Versus large, 149-150 

Butter, egg, and cheese wholesalers: 
Average collection period, 383, 634-635 
Current assets to current liabilities, 
198, 634 

Current liabilities to inventory, 634- 
635 

Fixed assets to tangible net worth, 289, 
634-635 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 634-635 
Inventory to net working capital, 351, 
634r-635 

Net profit to net sales, 570, 634 
Net profit to net working capital, 634 
Net profit to tangible net worth, 561, 
634 

Net sales to inventory, 324, 634-635 
Net sales to net working capital, 432, 
434, 634^635 

Net sales to tangible net worth, 411, 
634-635 

Total liabilities to tangible net worth, 
245 

C 

California: 

Accountants’ certificate of qualifica¬ 
tion, 22 

Assigned receivables statute, 98-99n. 


Canadian Pacific Railway Co., funded 
debt, 252 

Candor & Carnes, early accounting 
firm, 21 

Candy manufacturers and retailers: 
Comparative balance sheet analysis, 
454-463 

Elements of net sales, 154 
Fiscal closing dates, 210 
Ratio analysis, 413-414 
Standard operating ratio, 622 
Cane sugar, fiscal closing dates for re¬ 
finers of, 210 

Canners of fruits and vegetables: 
Average collection period, 382, 630-631 
Comparative financial statements 
(forms), 346-349, 572-574 
Current assets to current liabilities, 
196-197, 630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 288, 
630-631 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 345- 
350, 630-631 

Net profit to net sales, 569, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Net sales to net working capital, 432- 
433, 630-631 

Net sales to tangible net worth, 410,630 
Profit and loss statement, 574 
Cannon, James G.: 

Progressive balance sheet posting, 442 
Statement pioneering, 15-19, 34n., 442, 
601, 620 
Capital: 

Circulating, Adam Smith’s concept, 70 
Net working: 

Correction of inadequate, 432 
Funded debt to, 250-270, 627, 629, 
631, 633, 635, 637, 639, 641, 643 
Rlustrated relationships of inven¬ 
tory to, 338-349 
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Capital ( continued ): 

Net working (continued): 

Illustrated relationships of net sales 
to, 416-431 
Inventory to, 329-354 
light, 42 

Net change in, 474 
Net sales to, 415-438, 625, 627, 629, 
631, 633, 635, 637, 639, 641, 643 
Capital stock: 

Alphabet, 107-110 
Analysis of, 106-110 
Class A, B, and C, 107-110 
Common, 107 

Deficiencies in accounting for, 611 
Dividends, New York Stock Exchange 
ruling on, 600 
No-par: 

Reasons for creations of, 93w.-94n. 
Sale in excess of stated value, 578 
Preference, 107-110 
Preferred, 107-110 
Treasury, 93-94, 179, 578, 600 
Capital surplus (See also Surplus); 
Defined, 107, 110-111, 677-579 
Separation of earned surplus from, 
579 

Sources of, 577-679 

Capitalistic system, small business in 
American, 148-149 

Carbonated water and soft drinks 
BOTTLERS (See Bottlers, Soft Drinks 
and Carbonated Water) 

Carrel, Alexis, on qualitative analysis, 
355 

Carry-back tax privilege, 508-509 
Carter, Charles F., When Railroads 
Were New, 229n. 

Cash: 

In banks, 70-73 
Compensating balances of, 73 
On hand, 70-73 
Cash discounts: 

Earned, 496, 503-504 
Granted, 496, 503-604 
Cash sales, department store, 205 
Cash surrender value or life insur¬ 
ance, 87 

Catalogs, intangible value of, 93 
Caterpillar Tractor Co., statement of 
sources and application of funds, 
470n. 


Cement manufacturers: 

Fiscal closing dates, 210 
Funded debt to net working capital, 
269-570 

Central Paper Company, statements of 
sources and applications of funds, 
470n. 

Certificate of qualification, adoption 
of accountants, 22, 598 
Certified public accountants: 
Financial statements of, 594-595 
New York State Law covering, 22, 598 
Chain Drug Stores, Inc.: 
Comparative financial statements 
(forms) j 342-345 

Inventory to net working capital, 338, 
342-345 

Chain Retail Grocery Corporation, 
comparative financial statements, 
223-224 

Chain variety stores, operating ex¬ 
pense percentages, 523 
Chamberlain, Edward H., Theory of 
Monopolistic Competitionf 495n. 
Charges, miscellaneous: 

Analysis of, 585-587 
Views regarding treatment of, 580- 
585 

Charts, break-even: 

Conventional: 

Construction of, 540-549 
Detailed, 547-549 

Men^s Knitted Underwear Corpor¬ 
ation, 534^549 
Pictograph, 549-551 
Simple, 534-540 
Types, 533-552 

Cheese, egg and butter wholesalers: 
Average collection period, 383, 634-635 
Current assets to current liabilities, 
198, 634 

Current liabilities to inventory, 634- 
635 

Fixed assets to tangible net worth, 289, 
634-635 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 634-635 
Inventory to net working capital, 361, 
634-635 

Net profit to net sales, 670, 634 
Net profit to net working capital, 634 
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Cheese, egg and butter wholesalers 
{continued): 

Net profit to tangible net worth, 661, 
634 

Net sales to inventory, 324, 634-635 

Net sales to net working capital, 432, 
434, 634-635 

Net sales to tangible net worth, 411, 
634-635 

Total liabilities to tangible net worth, 
245 

Chemical manufacturers: 

Average collection period, 382, 384- 
385, 626-627 

(/omparative financial statements 
(form), 316-319 

C'urrent assets to current liabilities, 
197, 626 

Current liabilities to inventory, 626- 
627 

Current liabilities to tangible net 
worth, 220, 626-627 

Fixed assets to tangible net worth, 
288, 626-627 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 626-627 

Inventory to net working capital, 
350, 620-627 

Net profit to net sales, 568-569, 571, 
626 

Net profit to net working capital, 626 

Net profit to tangible net worth, 560, 
626 

Net sales to inventory, 316-319, 323, 
626-627 

Net sales to net working capital, 433, 
626-627 

Net sales to tangible net worth, 410, 
626 

Total liabilities to tangible net worth, 
245 

Chesapeake and Ohio Railroad, 
classification of assets and liabilities 
of, 177-178 

Chicago, Milwaukee, St. Paul & 
Pacific Railroad Company, un¬ 
sound reorganization of, 24371. 

Children's dress, shoe, and wash 
suit manufacturers: 

Average collection period, 382, 626- 
627, 632-633 


Children’s dress, shoe, and wash 
SUIT manufacturers (continued): 
Current assets to current liabilities, 
197, 626, 632 

Current liabilities to inventory, 626- 
627, 632-633 

Current liabilities to tangible net 
worth, 220, 626-627, 632-633 
Fixed assets to tangible net worth, 
288, 626-627, 632-633 
Interquartile range of ratios, 626-627, 
632-633 

Inventory to net working capital, 
350, 626-627, 632-633 
Net profit to net sales, 569, 626, 632 
Net profit to net working capital, 626, 
632 

Net profit to tangible net worth, 560, 

626, 632 

Net sales to inventory, 323, 626-627, 
632-633 

Net sales to net working capital, 433. 
626-627, 632-633 

Net sales to tangible net worth, 410, 
626, 632 

Chile, defaulted bonds of, 555 
China, defaulted bonds of, 555 
Christmas shopping, seasonal effects of, 
204-205 

Church, Sheldon P., early American 
credit reports, 9-10 

Cigar, cigarette, and tobacco manu¬ 
facturers AND WIIOI^SALERS: 
Average collection period, 382-383, 
634-635 

Current assets to current liabilities, 
197-198, 626, 634 

Current liabilities to inventories, 626- 

627, 634-635 

Current liabilities to tangible net 
worth, 220-221, 626-627, 634- 
635 

'Fixed assets to tangible net worth, 
288-289, 626-627, 634-635 
Funded debt to net working capital, 
266-267 

Interquartile range of ratios, 626-627, 
634r-635 

Inventory to net working capital, 
349-351, 626-627, 634-635 
Net profit to net sales, 569-570, 626, 
634 
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CiGAB, CIGARETTE, AND TOBACCO MANIT- 
FACTI7RERS AND WHOLESALERS (cOTir 

tinued): 

Net profit to net working capital, 626, 
634 

Net sales to inventory, 322-324, 626- 
627, 634-635 

Net sales to net working capital, 
432-434, 626-627, 634-635 
Net sales to tangible net worth, 410- 
411, 626, 634 

Total liabilities to tangible net worth, 
245 

Cigar stores and stands: 

Elements of net sales, 154 
Standard operating ratios, 522 
Circulating capital, Adam Smith's 
concept of, 70 
Civil War: 

Economic consequences of, 12-13 
Fluctuating paper currency of, 78 
Retail practices before, 329 
Terms of sale before and after, 329- 
330 

Clarke Bros, affair, 554 
Class A, B, and C stock, analysis of, 
107-110 

Clay product manufacturers, fiscal 
closing dates for, 210 
Cleveland, Cincinnati, Chicago & 
St. Louis Railway Company, cur¬ 
rent asset segregation by, 178 
Cliff, James, men's furnishing shop, 308 
Closed banks, cash in, 72 
Closing dates, fiscal, 209-211 
Clothing manufacturers and whole¬ 
sale AND RETAIL DISTRIBUTORS’. 

Average collection period, 382-383, 
626-629, 638-641 

Comparative balance sheet (/orm«), 
211-214, 308-315, 415, 420-429 
Current assets to current liabilities, 
197-198, 626, 628, 638, 640 
Current liabilities to inventory, 626- 
629, 638-641 

Current liabilities to tangible net 
worth, 211-214, 220-221 
Elements of net sales, 154-155 
Excessive current lialjilities, 211-214 
Fiscal closing dates for, 210 
Fixed assets to tangible net worth, 
287-289, 626-629, 638-641 


Clothing manufacturers and whole¬ 
sale and RETAIL distributors 
{continued): 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 626-627, 
638-641 

Inventory to net working capital, 
350-351, 626-629, 638-641 
Net profit to net sales, 569-571, 626, 
628, 638, 640 

Net profit to net working capital, 626, 
628, 638, 640 

Net profit to tangible net worth, 559- 
562, 626, 628, 638, 640 
Net sales to inventory, 311-316, 323- 
324, 626-629, 638-641 
Net sales to net working capital, 434, 
626-629, 638-641 

Net sales to tangible net worth, 410- 
413, 626, 628, 638, 640 
Operating expense percentages, 522 
Standard operating ratios, 322 
Total liabilities to tangible net worth, 
245-246, 620-629, 638-641 
Coal dealers: 

Elements of net sales, 154 
Operating expense percentages, 522 
Coats and suits, manufacture and 
distribution of women's: 

Average collection period, 626-627, 
638-641 

Current assets to current liabilities, 

626, 638, 640 

Current liabilities to inventory, 626- 

627, 638-641 

Current liabilities to tangible net 
worth, 620-627, 630-641 
Fixed assets to tangible net worth, 
620-627, 638-641 

Interquartile range of ratios, 626-627. 
638-641 

Inventory to net working capital, 
626-627, 638-641 

Net profit to net sales, 626, 638, 

640 

Net profit to net working capital, 626, 
638, 640 

Net profit to tangible net worth, 559 • 
562, 626, 638, 640 

Net sales to inventory, 626-627, 638 

641 



660 


INDEX 


Coats and sthtb, manufacttjbe and 

DISTRIBUTION OF WOMEN’S (cOTIr 
iinued): 

Net sales to net working capital, 626- 
627, 638^641 

Net sales to tangible net worth, 626, 
638, 640 

Cohoes, New York, growth of factory 
town, 272 
Colbert: 

Bankruptcy laws under, 60 
Dividend payments by, 586n. 

Cold Storage Warehouse Corpora¬ 
tion: 

Funds statements of, 482-487 
Profit and loss statements of, 483-484, 
486-487 

Cole, Charles W., Colbert and a Cen¬ 
tury of French Mercaniiliemf 50n., 
66n., 586n. 

(^ole, Dana F., Beginning Accourding, 
469n. 

Collection period: 

Average, 355-385 

Chart for determining average, 357- 
368 

Formula for computing, 356-357 
Illustrated relationships of average, 
368-380 

Typical average, 380-384 
Colonies, American (see American 
Colonies) 

Colorado, University of, gross profit 
percentage studies of, 500w. 
Colorado Fuel & Iron Corporation: 
Advance royalties as current asset, 
180 

Current asset segregation by, 178, 
180 

Commercial banks (See also banks): 
Accounts assigned to, 99 
Analysis by, 34-37, 43-45 
Comparative statements, 442 
Compensating balances required by, 73 
Growth of, 329n. 

Influences on accounting, 14n.-15n., 
20-21, 59, 104-105, 108-111, 183, 
495, 497, 598-602, 613-614 
Commercial Printing Corporation: 
Comparative financial statement 
(form), 187-190 
Current position, 187-190 


Commercial refrigeration dealers, 
elements of net sales, 154 

Commercial Truck Corporation: 

Adjusted financial statements (form), 
389, 394-402 

Comparative financial statements 
(form), 389, 394-402 

Net sales to tangible net worth, 389, 
394-402 

Commissions, accrued salesmen’s, 99 

Common stock, analysis of, 107 

Comparative analysis (See also Analy¬ 
ses), balance sheet, 441-440 

Compensating balances, relation of line 
of credit, 73 

Comptroller of currency reports, 
329n. 

Confectionery manufacturers and 
wholesalers: 

Average collection period, 382, 622- 
629, 634-635 

Current assets to current liabilities, 
197, 628, 634 

Current liabilities to inventory, 628- 
629, 634-635 

Current liabilities to tangible net 
worth, 220, 628-629, 634-635 

Fixed assets to tangible net worth, 
288, 628-629, 634-635 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 628-629, 
634-635 

Inventory to net working capital, 350, 
628-629, 634-635 

Net profit to net sales, 569 

Net profit to net working capital, 628, 
634 

Net profit to tangible net worth, 560, 
628, 634 

Net sales to inventory, 323, 628-629, 
634-635 

Net sales to net working capital, 433, 
628-629, 634-635 

Net sales to tangible net worth, 410, 
628, 634 

Total liabilities to tangible net worth, 
245 

Confectionery retailers, elements of 
net sales, 154 

Congressional hearings, corporate 
profit discussion, 556n. 
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Connecticut Hibtobical Society, co¬ 
lonial business records, 67n. 

Consolidated balance sheet {See also 
Balance Sheet; Financial State¬ 
ments) : 

American Machine Corporation and 
Subsidiary Companies (form), 134 
Industrial Machinery Manufacturing 
Co., Inc., 436-437 

Machinery Manufacturing Corpora¬ 
tion, 136-137 

Regulator Machine Company, Inc., 
140-141 

Wholesale Dry Goods Corporation, 
463-465 

Consolidated Coppbrmines Corpora¬ 
tion, statements of sources and 
application of funds, 470n. 

Consolidated Edison Corporation, 
omission of cents from statements, 
592n. 

Consolidated financial statements 
{See also Financial Statements): 
Book Cloth Manufacturing Corpora¬ 
tion comparative (/orm), 403-408 
Deficiencies in, 609-613 
Defined, 57-60 

Industrial Machinery Manufacturing 
Co., Inc., 436-438 

Machinery Manufacturing Corpora¬ 
tion, 136-137 

Regulator Machine Co., Inc., 140-141 
Securities and Exchange Commission 
rules, 58-62 

Wholesale Dry Goods Corporation, 
463-469 

Consolidated profit and loss account 
{See also Profit and Loss Statement): 
Construction contractors {see Con¬ 
tractors, Building) 

Industrial Machinery Manufacturing 
Co., Inc., 438 
Manipulation of, 517-518 
Wholesale Dry Goods Corporation, 416 

Constitution: 

**Due process clause of, 25 
Repeal of eighteenth amendment, 214 
Sixteenth amendment, 22-23 

Construction contractors {See also 
Contractors, Building): 

Current assets to current liabilities, 
197, 628 


CoNSTBUCTiON CONTRACTORS {continued): 

Current liabilities to tangible net 
worth, 220, 628-629 

Fixed assets to tangible net worth, 288, 
628-629 

Fimded debt to net working capital, 
266 

Interquartile range of ratios, 628- 
629 

Net profit to net sales, 569, 628 

Net profit to tangible net worth, 560, 
628 

Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 410, 
628 

Total liabilities to tangible net.worth, 
245 

Container Corporation of America, 
statement of sources and applica¬ 
tion of funds, 470w. 

Contingency reserves, 95, 101, 104- 
105 

Contingent liabilities: 

Defined, 112 

Notes receivable discounted as, 79 

Contractors, building : 

Current assets to current liabilities, 
197, 628 

Current liabilities to tangible net 
worth, 220, 628-629 
Fixed assets to tangible net worth, 
288, 628-629 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 628-629 
Net profit to net sales, 569, 628 
Net profit to tangible net worth, 
560, 628 

Net sales to net working capital, 
433, 628-629 

Net sales to tangible net worth, 410, 
628 

Total liabilities to tangible net 
worth, 245 

Contracts, intangible value, 93 

Contributions of funds, 470, 473 

Controlled Mechanism Corporation, 
comparative balance sheet analysis 
of, 445-454 

Controllers Institute of America, 
inventory valuation of, 298-299 



662 


INDEX 


Conventions, accounting, 294, 593-594 
CoPYBiGHTS, liquidation vaJue of, 93 
Corn Products Refining Company, 
base stock accounting by, 300n. 
Corporations (See also Business Enter¬ 
prises) : 

Analysis of small, 147-169 
Causes of failure, 219n. 

Growth in number of, 23-25, 556-557 
Income tax returns, base-stock valua¬ 
tion rejected, 300 
Large: 

Antecedent information, 51-52 
Net profit, 580-584 
New York State Bankers^ statement 
blank, 14-15, 614 
Structure, 57-62 

Service element in modem, 333-334 
Small: 

Characteristics of, 148-150 
Net profit of, 579-580 
Versus large, 149-150 
(^ost: 

Average, inventory pricing at, 297, 
301-302, 325 
Inventory valuation: 

Average cost basis, 297, 301-302, 325 
Base-stock method, 297, 299-300 
Effects of low, 613n.”514n. 

First-in first-out method, 297-299 
Fraudulent, 331 

Last-in first-out basis, 297, 303-304, 
325 

Lower of cost or market basis, 4, 
80, 273-274, 294-297, 321 
Lower of market or, 273-274, 294- 
297 

McKesson & Robbins, Inc., 331, 
596w. 

Normal stock method, 297, 299-300 
Personal judgment in, I74n., 596- 
597 

Petroleum industry, 303n. 

Principles of, 70, 80-82 
Responsibility for, 330-333 
Retail method, 80, 297, 302, 325 
Standard cost method, 297, 302-303, 
325 

Tobacco industry, 301-302 
Less depreciation, valuation at, 273 
Of sales: 

Defined, 496, 498-499 


Cost (c(yniinued): 

Of sales (corUinued): 

To inventory, 320-321 
Standard, inventory pricing at, 297, 
302-303 

Valuation at lower of market or, 273- 
274 

Coster, Frank Donald, identity of, 51 

Cotter, Arundel, FooVs Profits^ 297w., 
299n., 300n., 301n., 303n. 

Cotton cloth miiajs: 

Average collection period, 382 
Current assets to current liabilities, 
197, 628 

Current liabilities to inventory, 628- 
629 

Current liabilities to tangible net 
worth, 220, 628-629 ^ 

Fixed assets to tangible net worth, 
288, 628r-629 

Inventory to net working capital, 350, 
628-629 

Net profit to net sales, 568-569, 628 
Net profit to net working capital, 
628 

Net profit to tangible net worth, 560, 
628 

Net sales to inventory, 323, 628-629 
Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 410, 
628 

Cotton compresses, fiscal closing dates, 
210 

C'oTTON GINS, fiscal closing dates, 210 

Cotton goods converters: 

Average collection period, 382, 628-629 
Comparative financial statements 
(form), 339-342 

Current assets to current liabilities, 
197, 628 

Current liabilities to inventory, 628- 
629 

Current liabilities to tangible net 
worth, 220, 628-629 
Fixed assets to tangible net worth, 
288, 628-629 

Interquartile range of ratios, 628-629 
Inventory to net working capital, 338- 
342, 350, 628-629 
Net profit to net sales, 569, 628 
Net profit to net working capital, 628 
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Cotton goods oonvertbbs ifioniinued): 
Net profit to tangible net worth, 660, 
628 

Net sales to inventory, 323, 628-629 
Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 389, 
402-408, 410, 628 

Cotton merchants, fiscal closing dates, 
210 

Cotton oil product manufacturers, 
fiscal closing dates, 210 
Cotton textile weavers, fiscal closing 
dates, 210 

Cotton warehouses, fiscal closing dates, 
210 

Cottonseed oil, fiscal closing date for 
producers and refiners, 210 
Country general stores: 

Elements of net sales, 153-154 
Operating expense percentages, 522 
Cranton, William D., views on uniform 
accountancy, 602n. 

Credit: 

Bank: 

Early, 6-9 
Secured, 53-54 
Unsecured, 12-23 
Without financial statements, 6-9 
Basis of line of, 32 

Relation of compensating balance to 
line of, 73 

Credit manager, analysis by mercantile, 
31-34, 43-45 

Credit men’s associations, influences 
on accountancy of, 598 
Credit references and recommenda¬ 
tions, 5-6 

Credit reports, figures in early, 9-12 
Credit services, working capital com¬ 
putations by, 184-185 
Creditors, legal remedies for defrauded, 
50w. 

Crown Zellerback Corporation, state¬ 
ment of sources and applications of 
funds, 470n. 

Cruger, John & Henry, collections of 
colonial, 226-227 
Currency: 

Civil War fluctuating paper, 78 
Depreciation after Civil War, 12-13 
Inflation after First World War, 12 


Current assets {See also Assets); 
Accounting firm subclassification of 
183-184 

Baltimore and Ohio Railroad Co., 
treasury stock as, 179 
Classification of, 69-84, 183-184 
Colorado Fuel & Iron Corporation, 
advance royalties'as, 180 
Commercial Printing Corporation, 187- 
190 

Earliest industrial-corporation classi¬ 
fications of, 178-183 
Evolution of, 175-186 
General Electric Co., deferred charges 
as, 180 

National Enameling & Sampling Co. 

First Mortgage Bonds as, 180 
Paint & Varnish Mfg., Co., Inc., 
193-196 

Period Furniture Company, Inc., 190- 
193 

Public corporations’, 175-183 
Railroad corporation, 175-180, 182 
To current liabilities, 173-201, 626, 
628, 630, 632, 634, 636, 638, 640, 
642 

Treasury stock as, 179 
Views of accounting firms, 183-184 
Current liabilitip^s: 

Accounting firms, 183-184 
Analysis of, 94-102 

Commercial Printing Corporation, 187- 
190 

Current assets to, 173-201 
Defined, 95 

Department store, 204-205 
Earliest public corporation classifica¬ 
tion, 175-183 

Effect of seasonal operations on, 204- 
211 

Evolution of, 175, 178-186 
Excessive ratio of, to tangible net 
worth, 202-203, 211-214 
Fur coat manufacturers, 204 
Furniture manufacturers, 190-193, 205 
Liquor Wholesale Corporation’s exces¬ 
sive, 214-217 

Men’s Clothing Company, 211-214 
Paint & Varnish Mfg. Co., Inc., 193- 
196 

Period Furniture Co., Inc., 190-193, 
205 
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CuBRENT LIABILITIES ( continued ): 
Railroad corporations, 176, 17&-183 
Shipbuilding Corporation's excessive, 
217-219 

To tangible net worth, 202-225, 627, 
629, 631, 635, 637, 639, 641, 643 
Views of accounting firms, 183-184 
Wholesale Fruit & Produce Company, 
Inc., 214-217 

Current ratio (See also Current Assets: 
to current liabilities): 

Computation of, 173-201 
Evolution of, 185-198 
Interquartile range, 625-626, 628, 630, 
632, 634, 636, 638, 640, 642 
“Two to one,” 196, 198 
Typical examples of, 186-198 
Curtain, BEiiSPRBAD, bedspring, dra¬ 
pery, AND MATTRESS MANUFAC¬ 
TURERS: 

Average collection period, 382, 626- 
629 

Current assets to current liabilities, 
196-197, 626, 628 

Current liabilities to inventory, 626- 

627 

Fixed assets to tangible net worth, 288, 
626-629 

Funded debt to net working capital, 
266, 626-627 

Interquartile range of ratios, 626-629 
Inventory to net working capital, 
349-350, 626-629 

Net profit to net sales, 569, 571, 626, 

628 

Net profit to net working capital, 626, 
628 

Net profit to tangible net worth, 559- 
560, 562, 626, 628 

Net sales to inventory, 323, 626-629 
Net sales to net working capital, 433, 
626-629 

Net sales to tangible net worth, 410, 
626, 628 

Total liabilities to tangible net worth, 
245-246, 626-627 

Curtain Mfg. Co. Inc., financial 
analysis, 168-169 

Curve fitting, least squares method of, 
536ri.-539n. 

Custom tailors, standard operating 
ratios of, 522 


Cutler, Philip, colonial collection cor¬ 
respondence, 227 

Cylinder Gas Corporation, compara¬ 
tive financial statement, 224-225 

D 

Dairy and poultry stores: 

Elements of net sales, 154 
Operating expense percentages, 522 
Dairy and produce companies, fiscal 
closing dates, 210 
Daniels, M. B.: 

Views concerning: 

Contingency reserves, 104-105n. 
Extraordinary charges, 506n.-507n. 
Financial statements, 58n., 85n., 
104n.-105n. » 

Funds statements, 475n. 

Income statements (form), 505 
Separation of land asset, 85n. 
Standardization of financial state¬ 
ments, 606n.-607n. 

Dates, importance of balance sheet, 
442-445 

Davies, George R., and Dale Yoder, 
Business Statistics^ 538n. 

Davis, Joseph Stancliffe, Essays on 
the Earlier History of American Cor- 
poratioUj 7n. 

Debenture discount, 93 
Debt (See also Liabilities): 

States free of, 74n. 

Total gross state, 74n. 

Deductions, miscellaneous income, 506 
Default; 

Foreign bonds in, 555 
Local governments in, 74-75w. 
Deferred CHARGES, 87, 90-93, 180 
Deferred liabilities: 

Classification of, 102-106 
To net working capital, 250-270 
Department of Commerce, Problems of 
Small Business, 148n. 

Department stores: 

Average collection period, 357, 366, 
640-641 
Cash sales, 205 

Comparative financial statements 
(forms), 232-236, 275, 279-282, 
519, 524-528, 572 
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Dspabtmbkt 8T0BEB (conimued): 
Comparative profit and loss statement 
analysis, 519, 524r>629 
Current assets to current liabilities, 
198, 640 

Current lial)ilities: 

Analysis of, 204r-205 
To inventory, 640-641 
To tangible net worth, 221, 646-641 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
275, 289, 640-641 

Funded debt to net working capital, 
266, 640-641 
Installment sales, 205 
Interquartile range of ratios, 640-641 
Inventory to net working capital, 351, 
640-641 

Net profit to net sales, 570, 640 
Net profit to net working capital, 640 
Net profit to tangible net worth, 561- 
562 

Net sales to inventory, 324, 640-641 
Net sales to net working capital, 434, 
640-641 

Net sales to tangible net worth, 411, 
640 

Open-book accounts, 205 
Operating expense percentages, 522 
Seasonal operations of, 204-205 
Total liabilities to tangible net worth, 
232-236, 245-246, 640-641 
Depletion, manipulation of, 512, 515- 
516 

Deposits, analysis of, 95, 99 
Depreciation: 

Of currency, post-Civil War, 12-13 
Effect of excessive fixed assets on, 4 
Element of cost of goods sold, 498 
Fixed percentage of diminishing value 
method, 597 

Machine-hour basis of, 597 
Manipulation of, 512, 515-516 
Output basis of, 597 
Personal judgment in methods and 
rates of, 597 

Replacement less, valuatioh at, 274 
Sinking fund method of, 597 
Supreme Court decisions on, 594 
Valuation at cost less, 273 
Views of Edmund E. Lincoln concern¬ 
ing, 498n.-499n. 


Depression: 

1877, ebb of business activity during, 
23-24 

1893, reduction of business activity 
duripg, 24 

Thirties, drop in number of busihess 
enterprises during, 24, 560 

Design, liquidation value, 93 

Development expense, liquidation 
value, 93 

Diamond Watch Co., balance sheet 
structure, 183 

Directors, accounts due from, 87-88 

Discount: 

Bond, 93 
Cash: 

Earned, 496, 503-504 
Granted, 496, 503-504 
Debenture, 93 

Finance companies, assignment of 
accounts, 98-99 

District of Columbia, accountants' 
certificate of qualification in, 22 

Dividends: 

Analysis of disbursements of, 585-587 
Declared but unpaid, 95, 100 
New York Stock Exchange ruling on 
subsidiary stock, 600 
Securities and Exchange Commission 
ruling on, 504 

Dodd, David L., and Benjamin Graham, 
Security Analysis, 107n., 250n., 

512n., 514n. 

Donations, capital surplus from, 578 

Double-entry bookkeeping, history of, 
64-66n. 

Doubtful accounts, provision for, 496, 
503, 597 

Dougall, Herbert E., and Harry G. 
Guthmann, Corporate Financial PoU 
icy, 252n. 

Downtown Textile Group, Inc.: 
Accountants' verification blank, 125 
Committee on Aging Inventory, 306n. 

Drapery, bedspread, bedspring, cur¬ 
tain AND MATTRESS MANUFACTUR¬ 
ERS.* 

Average collection period, 382, 626-629 
Current assets to current liabilities, 
196-197, 626, 628 

Current liabilities to inventory, 626- 
629 
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Drapery, bedspread, bedsprino, cur¬ 
tain AND MATTRESS MANUFACTUR¬ 
ERS (continued): 

Current liabilities to tangible net 
worth, 220, 626-629 
Fixed assets to tangible net worth, 288, 
626-629 

Funded debt to net working capital, 
266, 626-627 

Interquartile range of ratios, 626-629 
Inventory to net working capital, 349- 
350, 626-629 

Net profit to net sales, 569, 571, 626, 
628 

Net profit to net working capital, 626, 
628 

Net profit to tangible net worth, 559- 
560, 562, 626, 628 

Net sales to inventory, 323, 626-629 
Net sales to net working capital, 433, 
626-629 

Net sales to tangible net worth, 410, 
626, 628 

Total liabilities to tangible net worth, 
246-246, 626-627 
Drawings, liquidation value, 93 
Dress manufacturers and distribu¬ 
tors: 

Average collection period, 382-383, 
626-629, 638-641 

Current assets to current liabilities, 
196-198, 626, 628, 638, 640 
Current liabilities to inventory, 626- 
629, 638-641 

Current liabilities to tangible net 
worth, 220-221, 626-629, 638-641 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288-289, 626-629, 638-641 
Funded debt to net working capital, 
266-267 

Interquartile range of ratios, 626-629, 
638-641 

Inventory to net working capital, 
350-351, 626-629, 638-641 
Net profit to net sales, 569-571, 626, 
628, 638, 640 

N('.t profit to net working capital, 626, 
628, 638, 640 

Net profit to tangible net worth, 559- 
562, 626, 628, 638, 640 
Net sales to inventory, 322-324 


Dress manufacturers and distribu¬ 
tors (continued): 

Net sales to net working capital, 433- 
434, 626-629, 638-641 
Net sales to tangible net worth, 409- 
413, 626, 628, 638, 640 
Standard operating ratios, 522 
Total liabilities to tangible net worth, 
245, 626-629, 638-641 
Drew, Daniel, speculative activities of, 
26 

Drinking places, bars, and taverns, 
standard operating ratios, 522 
Drug chain, pure, comparative balance 
sheet, 200-201 

Drug manufacturers and whole¬ 
salers: 

Average collection period, 382-383, 
628-629, 634-635 

Current assets to current liabilities, 
197-198, 628, 634 

Current liabilities to inventory, 628- 
629, 634-635 

Current liabilities to tangible net 
worth, 220-221, 628-629, 634-635 
Fixed asset to tangible net worth, 288 - 
289, 628-629, 634-635 
Funded debt to net working capital, 
266 

Interquartile range of ratios, 628-629, 
634-635 

Inventory to net working capital, 
350-351, 628-629, 534-635 
Net profit to net sales, 569-570, 628, 
634 

Net profit to net working capital, 628, 
634 

Net profit to tangible net worth, 560- 
561, 628, 634 

Net sales to inventory, 322-324, 628- 
629, 634-635 

Net sales to net working capital, 432- 
434, 628-629, 634r-635 
Net sales to tangible net worth, 410- 
411, 628, 634 

Total liabilities to tangible net worth, 
245-246, 628-629, 634-635 
Drug stores: 

Elements of net sales, 150-155 
Fiscal closing dates, 210 
Inventory to net working capital, 338, 
342-345, 354 
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Drug stores ( corUintied ): 

Operating expense percentages, 622 
Dry goods wholesalers: 

Average collection period, 383, 634r- 
635 

Current assets to current liabilities, 
198, 634 

Current liabilities to tangible net 
^orth, 221, 634-635 
Fixed assets to tangible net worth, 
289, 634-635 

Funded debt to net working capital, 
634-635 

Interquartile range of ratios, 634r- 
635 

Inventory to net working capital, 351, 
634r-635 

Net profit to net sales, 570, 634 
Net profit to net working capital, 634 
Net profit to tangible net worth, 561, 
634 

Net sales to inventory, 324, 634-635 
Net sales to net working capital, 434, 
634-635 

Net sales to tangible net worth, 411, 
634 

Operating expense percentages, 522 
Total liabilities to net worth, 634-635 
“Di e process” clause, 25 
})r\ & Bradstreet, Inc.: 

Acquisition of Bradstreet Company by, 
6n. 

C'oinparative financial statements of, 
442 

Earliest financial statement blank, 10- 
12, 185 

Efforts to obtain financial statements, 
620 

Financial statements (forms): 
Comparative, 127-128, 497 
Profit and loss statement, 497 
Short (form)f 118-119 
Fiscal closing date studies, 209-211 
Inventory breakdowns, 81 
Nineteenth-century credit reports, 10- 
15 

Operating expense survey, 152-165 
Organization, 6 

Reference books, growth in number of 
enterprises listed in, 23n.-26n., 
147n.-148R. 

Standard operating ratios, 521-525 


Dye Works Company, Inc.: 

Condensed analysis, 260-261 

Funded debt to net working capital 
of, 25’j;-261, 265 

E 

Earned surplus (See also Surplus); 
nature of, 107, 112, 677 

Earnings (See also Profit and Loss 
Statement), stockholders’ emphasis 
on, 38-39 

East India Company, French, account¬ 
ing provision in charter of, 66n. 

Easter shopping, seasonal effects of, 
204^205 

Edgerton, Hazard, views on surplus 
adjustments, 581-582 

Egg, cheese, and buttp:r wholesalers: 

Average collection period, 383, 634r- 
635 

Current assets to current liabilities, 
198, 634 

Current liabilities to inventory, 634- 
635 

Fixed assets to tangible net worth, 
289, 634-635 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 634-635 

Inventory to net working capital, 
351, 634r-635 

Net profit to net sales, 570, 634 

Net profit to net working capital, 634 

Net profit to tangible net worth, 561, 
634 

Net sales to inventory, 324, 634-635 

Net sales to net working capital, 432, 
434, 634-635 

Net sales to tangible net w^orth, 411, 
634-635 

Total liabilities to tangible net worth, 
245 

Eighteenth Amendment, repeal of, 214 

Electric appliance retailers, ele¬ 
ments of net sales, 154 

Electric companies, listed securities, 
231 

Electrical parts and supplies mani- 

PACTURERS AND WHOLESALERS: 

Average collection period, 382-383, 
628-629, 634-635 
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Electrical parts and supplies bianu- 

PACTURERS AND WHOLESALERS (con- 
tinned): 

Comparative profit and loss state¬ 
ments, 531 

Current assets to current liabilities, 
197-198, 628, 634 

Current liabilities to inventory, 628- 
629, 634-635 

Current liabilities to tangible net 
worth, 220-221, 628-629, 634-635 
Fixed assets to tangible net worth, 
288-289, 628-629, 634-635 
Funded debt to net working capital, 
266, 628-629, 634-635 
Interquartile range of ratios, 628-629, 
634-635 

Inventory to net working capital, 
350-351, 628-629, 634-635 
Net profit to net sales, 569-570, 628, 
634 

Net profit to net working capital, 628, 
634 

Net profit to tangible net assets, 558- 

560, 628-629, 634-635 

Net profit to tangible net worth, 559- 

561, 628, 634 

Net sales to inventory, 323-324, 628- 
629, 634-635 

Net sales to net working capital, 433- 
434, 628-629, 634-635 
Net sales to tangible net worth, 410- 
411, 628, 634 

Total liabilities to tangible net worth, 
245-246, 628-629, 634-635 
Electrical Specialty Corporation: 
Comparative financial statements 
(/orm), 236-240, 242 
Total liabilities to tangible net worth, 
236-240, 242 

Electrical Supply Wholesale Corp.: 
Average collection period, 369-373 
Comparative financial statements 
(/orm), 369-373 
Elements of net sales, 150-155 
Elements of sales, retail trades, 150- 
155 

Eli Lilly & Company, gross profit per¬ 
centage studies, 500n. 

Elmira & Williamsport Railroad 
Company, funded debt, 252 
Embargo Act op 1807, 272 


Employees: 

Accounts due from, 87-88 
Accrued bonuses to, 9 
Endicott Johnson Corporation, base 
stock accounting by, 300 
England, base stock valuation in, 300 
English merchant-bankers, colonial 
trade with, 5-6 

Equations, derivation of normal®, 536n.- 
539n. 

Equipment {See also Fixed Assets; Office 
Equipment): 

Notes payable for, 95, 97 
Office, 523 

Operating expense ratios of retailers 
of farm, 522-523 
Valuation, 85-86 

Erie First Mortgage & Income Bonds, 
New York Stock Exchange quota¬ 
tions, 230 

Excess-profits taxes: 

Accounting for, 496, 507 
Postwar credit on, 76 
Reserve for, 99-106 
Expenses: 

Development, 93 

Fixed, table of, Men^s Knitted Under¬ 
wear Corporation, 535-537 
Organization, 93 
Prepaid, 87, 92-93 
Selling, 496, 502-503 
Standard ratios of operations, 152-155, 
521-523 

Express companies, stock listings, 179 
Extraordinary charges: 

Classification of, 496, 504-507 
Net profit or loss before, 496, 504 
Views regarding treatment of, 580- 
585 

F 

Factor, definition of, 173n-174n. 
Factory system, evolution of, 272-273 
Factory towns, growth of, 272 
Failure, causes of, 219n. • 

Fall River, growth of factory town, 272 
Family clothing retailers: 

Elements of net sales, 154-156 
Standard operating ratios, 522 
Farm equipment manufacturers, fiscal 
closing dates, 210 
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Farm bquxpmbnt bbtailsrb, operating 
expense percentages, 522-523 

Fabmkbb’ bupfues retailers: 

Elements of net sales, 153-154 
Operating expense percentages, 523 

Federal agencies, securities of, 70, 
73-75 

Federal Constitution: 

‘‘Due Process^' clause, 26 

Repeal of eighteenth amendment, 214 

Sixteenth amendment, 22-23 

Federal corporate tax law op 1909 
{See also Revenue Act), corporate 
filing date under, 206n. 

Federal Farm Mortgage Corpora¬ 
tion, guaranteed securities of, 74 

Federal Home Loan Banks, sale of 
securities by, 74 

Federal income tax {See also Revenue 
Act), cost or market valuation to 
reduce, 294 

Federal income-tax law, advent of, 
294 

Federal Land Banks, sale of securities, 
74 

Federal National Mortgage Asso¬ 
ciation, sale of securities by, 74 

Federal Reserve Act, provisions of, 
19, 600-601 

Federal Reserve Bank of New York: 
Financial statements, 20-21, 183 
Long form, 108-111, 495, 497 
Short form, 104r-105 
Profit and loss statement form, 498 

Federal Reserve Board of Gov¬ 
ernors: 

Balance sheet form suggested by, 20 
Influence on accountancy, 598-602, 
613, 621 

Pamphlet on preparation of financial 
statements, 19-21, 601-602, 614- 
616 

Profit and loss statement suggested by, 
502 

“Uniform Accounts,’^ 19n., 601, 614 
Verificaiion of Financial Statements, 
602-603, 614-615 

Federal Reserve System, organiza¬ 
tion of, 19, 601 

Federal Revenue Act of 1939, replace¬ 
ment values, 297 


Fertiuzeb manufacturers: fiscal clos¬ 
ing dates, 210 
Filling stations: 

Elements of net sales, 153-155 
Standard oj^rating ratios, 522 ' 

Finance companies, assignment of ac¬ 
counts to, 98-99 

Financial information, 46-48, 62, 66- 
62 

Financial statements {See also Balance 
Sheet; Profit and Loss Statement): 
Absence of analysis of, 39-40 
Accoimting conventions in, 294, 691- 
594 

Adjusted (Jorm): 

Commercial Truck Corporation, 
400-402 

Magazine Publishing Co., Inc., 
527-530 

AUis-Chalmers Manufacturing Com¬ 
pany {form), 178, 180-182 
American Car and Foundry Company 
(form), 178-190 
Comparative {form): 

Airplane Parts Mfg. Co., Inc., 351^ 
353 

Ames Manufacturing Company, 
487-489 

Auto Accessories Manufacturing 
Corp., 327-328 
Bank, 442 

Beer Brewing Co., Inc., 290 
Biscuit Baking Company, 532 
Blank Book Manufacturing Com¬ 
pany, 162-163 

Boiler manufacturer, 240-244 
Book Cloth Manufacturing Corp., 
389, 402-408 

Building Products Corporation, 248- 
249 

Chain Drug Stores, Inc., 342-345 
Chain Retail Grocery Corporation, 
223-224 

Chemical manufacturer, 316-319 
Clothing manufacturers, 311-316, 
412-413, 415, 420-427, 453-454 
Clothing retailer, 308-311 
Cold Storage Warehouse Corpora¬ 
tion, 482-487 

Commercial Printing Corporation, 
187-190 
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Financial STATEMENTS {continued): 

Comparative (form) (continued): 
Commercial Truck Corporation, 389, 
394-402 

Controlled Mechanism Corporation, 
445-454 

Cotton Cloth Converters, 338-342, 
389, 402-408 

Cylinder Gas Corporation, 224^225 
Department store, 232-236, 275, 
279-282, 519, 524-529, 572 
Drug store, 200-201, 342-345, 355 
Dry Goods Wholesale Corporation, 
463-467 

Dun & Bradstreet, Inc., 118-119, 
127-128, 497 

Dye Works Company, Inc., 257-261, 
265 

Electrical Parts and Supplies Manu¬ 
facturer, 531 

Electrical Specialty Corporation, 
236-240, 242 

Electrical Supply Wliolesale Corp., 
369-373 

First National Bank of Chicago, 
129-130 

Foundry Co., 467-468 
Fruit & Vegetable Canners, Inc., 
345-349 

Fuel and oil wholesaler's, 276-279 
Funds statements from, 475-487 
Furniture manufacturer, 190-193 
Gasoline & Lubricating Oil Whole¬ 
saler, 563 

Grocery Wholesalers & Retailers, 
223-224, 435-436 

Industrial Chemicals, Inc., 316-319 
Kitchen Equipment Manufacturing 
Corporation, 253-257, 265 
Ladies^ Coat Company, Inc., 389- 
393 

Ladies Specialty Shop, 159-160 
Launch Builder, 217-219 
Liquor distributors, 211, 214-217, 
415-420 

Lubricating Oil & Gasoline Whole¬ 
saler, 563 

Lumber wholesaler, 282-285 
Machine Manufacturing Corpora¬ 
tion, 290-293 

Men^s Clothing Company, 211-214, 
216 


Financial statements (continued): 

Comparative (form) (continued): 

Men*s Knitted Underwear Corpora¬ 
tion, 534-536 

Men’s Shirt Manufacturer, 415, 
420-427, 433 

Mercantile-Commerce Bank & Trust 
Company, 132-133 
Midwestern Department Store, Inc., 
279-282 

Oil Refining Corporation, 247 
Paint & Varnish Mfg. Co., Inc., 
193-198 

Period Furniture Co., Inc., 190- 
193 

Piece goods finisher, 257-261, 265 
Pipe-fittings manufacturer, 261-264 
Plumbers Specialty Mfg. Corp., 
377-380 

Posting, 125-135 

Power Boiler Corporation, 240-244 
Pure Candy Corporation, 454^463 
Pure Drug Chain, Inc., 200-201 
Radio Parts Manufacturing Cor¬ 
poration, 552 

Regulator Machine Company, Inc., 
140-141 

Resort Department Store, Inc., 
232-236 

Retail Drug Chain, Inc., 355 
Retail Furniture Company, Inc., 
476-481 

Retail Men’s Clothing Inc., 308-311 
Retail Shoe Company, 168 
Robbins, Fred A., Proprietor, 156- 
158 

Royal Foundry Co., Inc., 377-380 
Shipbuilding Corporation, 211, 217- 
219 

Shirt Mfg. Co., Inc., 415, 420-427. 
433 

Southern Foundry Company, 467 
468 

State Department Store, Inc., 524- 
527 

State Stove Corporation, 489-490 
Style Dress Manufacturers, Inc., 
412-413 

Toy Wholesaler, 373-376 
Truck manufacturer, 389, 394-402 
Valve & Pipe Manufacturing Co., 
Inc., 261-264 
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Financial STATEMENTS {continued): 
Comparative (form) (caniinued): 
Vegetable and Fruit Canner, 345- 
349 

West Coast Lumber Co., Inc., 282- 
285 

Wholesale Dry Goods Corporation, 
463-467 

Wholesale Fuel & Oil Corp., 271-279 
Wholesale Gasoline and Lubricating 
Oil, Inc., 563 

Wholesale Grocery Corporation, 
435-436 

Wholesale liquor distributors, 211, 
214-217, 415-420 
Wholesale Paper Company, 326 
Wholesale Toy Corporation, 373-376 
Whol(*.sale Woolen Company, 161 
Women’s coat manufacturer, 389- 
394 

Woolen Cloth Mills, Inc., 415, 427- 
431 

Comparative analysis, 441-490 
Consecutive yearly figures in, 444-445 
Consolidated (forms): 

Book Cloth Manufacturing Cor¬ 
poration comparative (form), 403- 
408 

Deficiencies in, 609-610 
D(^fmed, 67-60 

Industrial Machinery Manufactur¬ 
ing (’o., Inc., 430-438 
Machinery Manufacturing Corpora¬ 
tion, 136-137 

Rt^gulator Machine Co., Inc., 140- 
141 

Securities and Exchange Commis¬ 
sion rules covering, 58-62 
Wholesale Dry Goods Corporation, 
463-467 

Correct representations in, 48 
Curtain Manufacturing Co., Inc., 
168-169 

Dates, importance of, 442-445 
Deficiencies in, 609-613 
Dollar differences in comparative, 
445-463 

Dun & Bradstreet, Inc.: 

Comparative form, 127-128 
Short form, 118-119 
Earliest published, 10-12, 597-598 
Early scarcity of, 4-9 


Financial STATEMENTS (continued): 
Expansion in use of, 23-29 
False: 

Legal remedies for, 50w. 
Representations in, 48-52 ^ 

Federal Reserve Bank of New York: 
Suggested long form^ 108-111 
Suggested short form, 104-105 
Federal Reserve Board: 

Pamphlet on preparation of, 19-21, 

601- 602, 614-616 

Profit and loss statement form of, 
502 

Verification of Financial Statements, 

602- 603, 614-615 
Folding Carton Corporation: 

Analysis, 31-45 

Comparative statement (form), 37 
Forms of, 36, 117-135 
Fraudulent, 48-52 

Fruit & Vegetable Company, Inc., 
572-574 
Funds, 469-490 

Guide to classification of (/orm), 
113-117 

Honest representations incorrectly 
made in, 48 
Importance of, 3-30 
Incorrect representations dishonestly 
made in, 48-52 
Individual, 60-62 
Internal analysis of, 173-438 
National Association of Credit Men 
property statement blanks (form), 
17-18 

National Credit Office, Inc., (form) 
117-125 
Need for, 3-4 

New York State Bankers’ Association 
(form)j 14-15, 614 
Northern Chemicals, Inc., 384-385 
Pamphlet on independent account¬ 
ants’ examination of, 603, 615-616 
Paper Mill Corporation, 564-565 
Pennsylvania Bankers’ Association, 15 
Pennsylvania Railroad Company, 175- 
177 

Personal judgments in preparation of, 
594-597 

Philosophy underlying, 591-621 
Points of view toward analysis of, 
31-45 
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Financial statements {cofnJtinued): 
Posting sheets, 125-135 
Preparation at low point, 208-209 
Profit and loss {See also Profit and 
Loss Statements), 493-574 
Recorded facts in, 693 
Relativity of, 691-697 
Representations in, 48-52 
Screw and Bolt Corporation, 267-268 
Sources and applications of funds, 
469-490 

Star Manufacturing Co., Inc., 138-139 
Surplus accounts {See also Surplus), 
677-588 

Typical forms of, 117-135 
Unaudited, 29 

Wholesalers of Tobacco Products, Inc. 
{form)j 129-133 

Finished goods {See also Inventory), 
valuation of, 70, 80-82 
First-in First-out method of inven¬ 
tory VALUATION, 297-299 
First National Bank of Chicago, 
comparative financial statement 
{farm), 129-130, 175n. 

First World War: 

Currency inflation following, 12 
Decline in business activity during, 
24 

Defaults after, 555 
Investments before, 554r-555 
Trade acceptance crusade after, 80 
Fiscal closing dates, 209-211 
Fibre, John, speculative activities of, 26 
Fiske, Wyman P., Control and Valuation 
of Inventories, 304n. 

Fixed Assets {See also Assets): 

Capital surplus from write-ups of, 
577-579 

Classification of, 84r-86 
Comparative relationship of, 274-275 
Cost less depreciation of, 273 
Defined, 84-86 
Department store, 275 
Depreciation on excessive, 4 
Downward appraisal of, 514 
Heavy, 4, 41-42 

Illustrated relationships of tangible 
net worth and, 274r-285 
Liquidation value, 274 
Replacement value less depreciation, 
274 


Fixed Assets {cofdinued): 

To tangible net worth, 271-298, 627, 
629, 631, 633, 635, 637, 639, 641, 
643 

Upward revaluation of, 577-579 
Valuation of, 84-93, 275-274, 677-679 
Fixed expenses {See also Expenses), 
Men’s Knitted Underwear Corpora¬ 
tion, table of, 634r-540 
Fixel, Arthur E., False Financial 
Statement: Remedies of Defrauded 
Creditors, 60n. 

Fjeld, R. I., Classification and Term-- 
inology of Individual Balance Sheet 
Items, 103n. 

Floor coverings, retailers of: 
Elements of net sales, 154 
Operating expense percentages, 522 
Florence, accounting records in, 64 
Florists and nurseries, operating 
expense percentages, 522 
Flour millers, fiscal closing dates, 210 
Folding Carton Corporation: 
Comparative financial statement 
(form), 37 

Points of view toward analysis of, 
31-45 

Food retailers: 

Elements of net sales, 153-164 
Operating expense percentages, 622 
Forgan, James B., credit memoirs of, 
8w.-9n. 

Formulas, liquidation value of, 93 
Foulke, Roy A.: 

Balance Sheet of the Fulure, The, 305 n. 
Behind the Scenes of Business, 78n., 
555n. 

Practical Bank Credit, 219n., 306n. 
Relativity of Moral Hazard, 52n. 

Sinews of American Commerce, bn., 9n., 
173n., 227n., 228n., 329n., 368n., 
402n. 

Study of the Theory of Corporate Net 
Profit, 556n. 

Foundries: 

Average collection period, 382,628-629 
Current assets to current liabilities, 
197, 628 

Current liabilities to inventory, 628- 
629 

Current liabilities to tangible net 
worth, 220, 628-629 
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PouiYDRnss {earUinued): 

Fixed assets to tangible net worth, 
288, 628-629 

Funded debt to net working capital, 
628-620 

Interquartile range of ratios, 628-629 
Inventory to net working capital, 360, 
628-629 

Net profit to net sales, 569, 628 
Net profit to net working capital, 628 
Net profit to tangible net worth, 560, 
628 

Net sales to inventory, 323, 628-629 
Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 410, 
628 

Total liabilities to tangible net worth, 
245, 628629 

Fourth National Bank of City or 
New York, statement blanks of, 
175n. 

France, currency inflation in, 12 

Franchises, liquidation value of, 93 

French East India Company, account¬ 
ing clause in charter of, 66n. 

French West India Company, dividend 
payments by, 586n. 

Frisbee, Ira N., Business Statistics, 
538n. 

Fruit and produce wholesalers, 
fresh: 

Average collection period, 383, 636-637 
Current assets to current liabilities, 
198, 636 

Current liabilities to inventory, 636- 
637 

Current liabilities to tangible net 
worth, 221, 636-637 
Fixed assets to tangible net worth, 
287, 289, 636-637 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 636-637 
Inventory to net working capital, 351, 
636-637 

Net profit to net sales, 570, 636 
Net profit to net working capital, 636 
Net profit to tangible net worth, 561, 
636 

Net sales to inventory, 322, 324, 636- 
687 


Fruit and produce wholesalers, 
fresh { cordinued ): 

Net sales to net working capital, 432, 
434, 636-637 

Net salesyto tangible net worth, 411, 
636 

Total liabilities to tangible net worth, 
245 

Fruit and vegetable canners: 

Average collection period, 382, 630- 
631 

Comparative financial statements 
(farms), 346-349, 572-574 
Current assets to current liabilities, 
196-197, 630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288, 630-631 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 
345-350, 630-631 
Net profit to net sales, 569, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Net sales to net working capital, 432- 
433, 630-631 

Net sales to tangible net worth, 410, 
630 

Profit and loss statement, 574 
Fuel and oil wholesalers and 
retailers: 

Comparative financial statements 
(or forms), 276-279 
Elements of net sales, 154 
Fixed assets to tangible net worth, 
276-279 

Operating expense percentages, 522 
Funded debt (See also Liabilities): 
Characteristics of, 250-252 
Current maturities of, 95, 101-102 
Illustrated relationships of, to net 
working capital, 252-267 
Interest on large, 4, 42 
To net working capital, 250-270 
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Funds: 

Applications of, 473-474 
Capital, decreases in, 473-474 
Cold Storage Warehouse Corporation, 
statement of, 482-487 
Contributions of, 470, 473 
Defined, 469-470 

Profits motive in attracting, 556-559 
Retail Furniture Company, Inc., state¬ 
ment of, 476-481 
Sources of, 470-473 
Statements of applications and sources 
of, 469-490 

Typical examples of statements of 
(forms) y 474-487 

Fur garment manufacturers and 

RETAILERS: 

Average collection periods, 382, 630- 
631, 640-641 

Current assets to current liabilities, 
197, 630, 640 
Current liabilities: 

Analysis of, 204 

To inventory, 630-631, 640-641 
To tangible net worth, 220, 630- 
631, 640-641 
Element of net sales, 154 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288, 630-631, 640-641 
Interquartile range of ratios, 630-631, 
640-641 

Inventory to net working capital, 
350, 630-631, 640-641 
Net profit to net sales, 569, 630, 640 
Net profit to net working capital, 630, 
640 

Net profit to tangible net worth, 560, 

630, 640 

Net sales to inventory, 322-323, 630- 

631, 640-641 

Net sales to net working capital, 432- 
433, 630-631, 640-641 
Net sales to tangible net worth, 410, 
630, 640 

Seasonal operations, 204 
Fur trades: 

Note settlements in, 78n. 

Standard operating ratios, 522 
Furnishings: 

House, operating expense percentages, 
523 


Furnishings (continued): 

Men *8 (see Men^s Furnishings, Dis¬ 
tributors of) 

Retailer of house, operating expense 
percentages, 523 

Furniture and fixtures (See also 
Assets; Fixed Assets), valuation of, 
85-86 

Furniture manufacturers and re¬ 
tailers: 

Average collection period, 366-367, 
380, 382-384, 630-631, 640-641 
Current assets to current liabilities, 
190-193, 196-198, 630, 640 
Current liabilities: 

Analysis of, 205 

To inventory, 630-631, 640-641 
To tangible net worth, 220-221, 
630-631, 640-641 
Elements of net sales, 154-155 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288-289, 630-631, 640-641 
Funded debt to net working capital, 
265, 630-631, 640-641 
Funds statements, 476-481 
Interquartile range of ratios, 630-631, 
640-641 

Inventory to net working capital, 
350-351, 630-631, 640-641 
Net profit to net sales, 569-571 
Net profit to net working capital, 630- 
640 

Net profit to tangible net worth, 560- 
561, 630, 640 

Net sales to inventory, 322-324, 630- 
631, 640-641 

Net sales to net working capital, 432- 
434, 630-631, 640-641 
Net sales to tangible net worth, 410- 
412, 630, 640 

Operating expense percentages, 522 
Seasonal operations of, 204-205 
Terms of sale, 205 

Total liabilities to tangible net worth, 
245, 630-631, 640-641 

G* 

Garages: 

Elements of net sales, 153-154 
Standard operating ratios, 522 
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Gabment manttfactubebs, pub and 
leatheb: 

Average collection period, 382, 630- 
631 

Current assets to current liabilities, 
196-197, 630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 288, 
630-631 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 349- 
350, 630-631 

Net profit to net sales, 568-569, 571, 
630 

Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 

630 

Net sales to inventory, 322-323, 630- 

631 

Net sales to net working capital, 432- 
433, 630-631 

Net sales to tangible net worth, 410, 
630 

Seasonal operations, 204 
Gas companies, listed securities, 231 
Gasoline and Lubricating oil whole¬ 
salers: 

Average collection period, 383, 636-637 
Comparative financial statements 
(forms)f 276-279, 563 
Current assets to current liabilities, 
198, 636 

Current liabilities to inventory, 636- 
637 

Current liabilities to tangible net 
worth, 221, 636-637 
Fixed assets to tangible net worth, 276- 
279, 289, 636-637 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 636-637 
Inventory to net working capital, 351, 
636-637 

Net profit to net sales, 570, 636 
Net profit to net working capital, 636 
Net profit to tangible net worth, 561, 
636 

Net sales to inventory, 324, 636-637 


Gasoline and Lubricating oil whole¬ 
salers (continued): 

Net sales to net working capital, 434, 
636-637 

Net salei^ to tangible net worth, 411, 
636 

Total liabilities to tangible net worth, 
246-246 

Gee, Edward F., Evaluation of Receiv¬ 
ables and Inventories, 209n., 334n. 
General Assembly op Maryland, bond 
financing privilege, 229 
General Electric Company: 

Current asset segregation, 178, 180 
Deferred charges to income, 180 
General Foods Corporation, omission 
of cents from statements, 592n. 
General merchandise retailers: 
Elements of net sales, 153-154 
Operating expense percentages, 522 
General Motors Corporation, earliest 
consolidated statements of, 600 
General stores: 

Elements of net sales, 153-154 
Operating expense percentages of coun¬ 
try, 522 

Genoa, accounting records in, 64 
George, Edw'in B., studies on size of 
business, 149n. 

George, Henry, land value theories of, 
553-554 

Georgia, assigned receivable statute of, 
99n. 

Germany: 

American loans, 555 
Currency inflation in, 12 
Defaulted bonds, 555 
Glass, paint, and wallpaper retail 
stores: 

Elements of net sales, 154-155 
Operating expense percentages, 523 
Glucose Sugar Refining Co., listing 
application of, 26 

Goddard, William, colonial credit re¬ 
port, 9 

Good will, liquidation value, 93 
Goods in process (See also Inventory), 
valuation of, 70, 80-82 
Gotlieb, early accounting text, 67 
Gouge, William M., Short History of 
Paper Money and Banking in the 
United States, 369n. 
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Gould, Jay, speculative activities of, 26 
Government securities (See also 
Bonds), asset value of, 70, 73-76 
Graduate School of Business Admin¬ 
istration, Harvard College, gross 
profit percentage studies of, 520n. 
Graham, Benjamin, and David L. 
Dodd, Security Analysis^ 107n., 
250n., 51271., 514n. 

Great Britain, base stock valuation in, 
300 

Greenbacks {See also Currency), fluc¬ 
tuating value of, 12-13, 78 
Grocery retail stores: 

Elements of net sales, 153-154 
Operating expense percentages, 522 
Grocery wholesalers: 

Averag(i collection period, 383, 636-637 
Current assets to current liabilities, 
198, 636 

Current liabilities to inventory, 636- 
637 

Current liabilities to tangible net 
worth, 221, 636-637 
Fiscal closing dates, 210 
Fixed assets to tangible not worth, 289, 
636-637 

Funded debt to net working capital, 
266, 636-637 

Interquartile range of ratios, 636-637 
Inventory to net working capital, 349, 
351, 636-637 

Net profit to net sales, 570, 636 
Net profit to net working capital, 636 
Net profit to tangible net worth, 561, 
636 

Net sales to inventory, 324, 636-637 
Net sales to net working capital, 434r- 
436, 636-637 

Net sales to tangible net w’orth, 411, 
636-637 

Total liabilities to tangible net worth, 
245, 636-637 

Gross profit {See also Profit; Profit and 
Loss Statement): 

Natural, 500 
Treatment of, 380 

Gross sales {See also Sales), 496-497 
Guaranteed securities. Federal gov¬ 
ernment, 73-75 

Gulf Oil Corporation, omission of 
cents from statements, 592n. 


Guthmann, Harry G., and ELerbert E. 
Dougall, Corporate Financial Pol¬ 
icy ^ 252n. 

Guthrie, Edwin, accounting firm of, 21- 
23 

H 

Haberdashery shop, sales analysis of, 
156-158 

Hardware and tool manufacturers 
and wholesalers: 

Average collection period, 382-383, 
630-631, 636-637 

Current assets to current liabilities, 
197-198, 630, 636 

Current liabilities to inventory, 630- 
631, 636-637 

Current liabilities to tangible net 
worth, 210-211, 630-631, 636-637 
Fixed assets to tangible net worth, 288- 
289, 630-631, 636-637 
Funded debt to net working capital, 
266, 630-631, 636-637 
Interquartile range of ratios, 630-631, 
636-637 

Inventory to net working capital, 350- 
351, 630-631, 636-637 
Net profit to net sales, 569-570, 630, 
636 

Net profit to net working capital, 630, 
636 

Net profit to tangible net worth, 560- 
561, 630, 636 

Net sales to inventory, 323-324, 630- 
631, 636-637 

Net sales to net working capital, 432- 
434, 630-631, 636-637 
Net sales to tangible net worth, 410- 
412, 630, 636 

Total liabilities to tangible net worth, 
245, 630-631, 636-637 

Hardware retailers: 

Current assets to current liabilities, 640 
Current liabilities to inventory, 640- 
641 

Current habilities to tangible net^ 
worth, 640-641 

Elements of net sales, 154r-155 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 640- 
641 
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Hardware rei*ailers {corUintied): 
Interquartile range of ratios, 640-641 
Inventory to net working capital, 640- 
641 

Net profit to net sales, 640 
Net profit to net working capital, 640 
Net profit to tangible net worth, 640 
Net sales to inventory, 640-641 
Net sales to net working capital, 640- 
641 

Net sales to tangible net worth, 640 
Operating expense percentages, 622- 
523 

Harlem bonds. New York Stock Ex¬ 
change quotations on, 230 
Harper Co., Charles A., colonial credit 
report, 9 

Harrington, Virginia D., The New 
York Merchant on the Eve of the 
Revolutionj 7n. 

Harrison, G. Charter: 

Swamped in a Sea of FigureSf 536n. 
Views on net sales, 567n. 

Harvard Graduate School of Busi¬ 
ness Administration: 

Baker Library, 67n., 178n. 

Colonial business records, 67n. 
Corporate studies of, 178 
Gross profit percentage studies, 600n. 
Haskins & Sells: 

Earliest current asset subtotals, 183 
Foundation sponsorship of A State'- 
ment of Accounting Principles^ 
616n. 

Subtotals for current position by, 183 
Views on extraordinary charges, 581 
Hatfield, Henry Rand: 

An Historical Defense of Bookkeeping^ 
64—65n. 

Statement of Accounting Principles^ 89, 
506n., 603, 616-618 

Hats, women ^s trimmed, fiscal closing 
dates for manufacturers of, 210 
Hazard, Edgerton, views on extraordi¬ 
nary charges, 581-582 
Heating, piping, and air-conditioning 
CONTRACTORS, fiscal closing dates, 
210 

Heating and plumbing supplies 
wholesalers: 

Average collection period, 383, 638- 
639 


Heating and plubcbino supplies 
wholesalers {covdinued): 

Current assets to current liabilities, 
198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 221, 638-639 
Fixed assets to tangible net worth, 638- 
639 

Funded debt to net working capital, 
266, 638-639 

Interquartile range of ratios, 638-639 
Inventory to net working capital, 351, 
638-639 

Net profit to net sales, 668, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 661, 
638 

Net sales to inventory, 324, 638-639 
Net sales to net working capital, 434, 
638-639 

Net sales to tangible net worth, 411, 
638 

Total liabilities to tangible net worth, 
245, 638-639 

Hidy, Ralph W., The Organization and 
Functions of Anglo-American Mer¬ 
chant Bankers^ 9n. 

Himmelbau, David, views on extraordi¬ 
nary charges, 580, 582 
Hite, Washington, early American 
credit reports, 9-lOn. 

Holding companies, stock dividends of 
subsidiaries of public utility, 600 
Holland: 

Base-stock valuation in, 300 
World trade in, 329 

Holyoke, Mass., growth of factory 
town of, 272 

Home Owners Loan C Corporation, 
guaranteed securities of, 74 
Hosiery, lingerie and millinery re¬ 
tailers: 

Elements of net sales, 154 
Standard operating ratios, 522 
Hosiery manufacturers and whole¬ 
salers: 

Average collection period, 382-383, 
630-631, 636-637 

Current assets to current liabilities, 
196-198, 630, 636 
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HoSIEKY lilANUPACTUBERS AND WHOLE¬ 
SALERS {continued): 

Current liabilities to inventory, 630- 
631, 636-637 

Current liabilities to tangible net 
worth, 220-222, 630-631, 636- 
637 

Fiscal closing dates, 210 

Fixed assets to tangible net worth, 288- 
289, 630-631, 636-637 

Interquartile range of ratios, 630-631, 
636-637 

Inventory to net working capital, 349- 
351, 630-631, 636-637 

Net profit to net sales, 569-571 

Net profit to net working capital, 630, 
636 

Net profit to tangible net worth, 560- 
561, 630, 636 

Net sales to inventory, 323-324, 630- 
631, 636-637 

Net sales to net working capital, 432- 
434, 630-631, 636-637 

Net sales to tangible net worth, 410- 
411, 630, 636 

lIoTEi^s, fiscal closing dates for resi¬ 
dential, 210 

Household appliance retailers: 

Elements of net sales, 154 

Operating expense percentages, sales 
of, 523 

Hoxsey, J. M. B., of Committee on Stock 
List, 27 

Hudson convertible bonds. New York 
Stock Exchange quotations on, 230 

Hudson River and New York Central 
Lines, consolidation of, 272 

Hunt, Seth B., credit memoirs of, 7 

I 

Ice cream manufacturers, fiscal closing 
dates, 210 

Illinois, assigned receivables statute of, 
99n. 

Illinois Central Railroad Bonds, 
New York Stock Exchange quota¬ 
tions on, 230 

Importers and Traders National 
Bank of New York City, nine¬ 
teenth-century credit practices of, 
13-14 


Income {See also Profit and loss State¬ 
ment): 

Charges to, classification of, 505-507 
Miscellaneous deductions from, 506 
Miscellaneous other, 504-505 
Unearned, 102, 105-106 

Income statement form suggested by 
M. B. Daniels, 505 

Income taxes {See also Revenue Acts): 
Accounting for, 496, 507 
Base-stock valuation rejected for cor¬ 
porate, 300 

Cost or market valuation to reduce, 294 
Passage by Federal laws, 68 
Reserve for, 99-100 

Independent variety stores, operating 
expense percentages, 523 

Individual proprietorship, incorpora¬ 
tion of, 536-537 

Industrial bonds {See also Bonds), 
early, 230-231 

Industrial chemical manufacturers: 
Average collection period, 382, 384- 
385, 626-627 

Comparative financial statements 
{form), 316-319 

Current assets to current liabilities, 
197, 626 

Current liabilities to inventory, 626- 
627 

Current liabilities to tangible net 
worth, 220, 626-627 
Fixed assets to tangible net worth, 288, 
626-627 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 626-627 
Inventory to net working capital, 350, 
626-627 

Net profit to net sales, 568-569, 571, 
626 

Net profit to net working capital, 626 
Net profit to tangible net worth, 560, 
626 

Net sales to inventory, 316-319, 323, 
626-627 

Net sales to net working capital, 433, 
626-627 

Net sales to tangible net worth, 410, 
626 

Total liabilities to tangible net worth, 
245 
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Industrial corporation {See also Busi¬ 
ness Enterprises; Manufacturers), 
earliest current assets classification 
by, 178-183 

Industrial machinert: 

Average collection period, 38, 630-631 
Consolidated balance sheet, 136-137 
Current assets to current liabilities, 
197, 630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fixed assets to tangible net worth, 288, 
630-631 

Funded debt to net working capital, 
266, 630-631 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 350, 
630-631 

Net profit to net sales, 569, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Net sales to net working capital, 433, 
436-438, 630-631 

Net sales to tangible net Worth, 410, 
630 

Total liabilities to tangible net worth, 
245, 630-631 

Industrial manual publishers, com¬ 
parative statements of, 442 

Ingersoll Rand Company, omission of 
cents from statements, 592n. 

Installment furniture retailers: 
Average collection period, 380, 383- 
384, 640-641 

Current assets to current liabilities, 640 
Current liabilities to inventory, 640- 
641 

Current liabilities to tangible net 
worth, 640-641 

Fixed assets to tangible net worth, 289, 
640-641 

Funded debt to net working capital, 
266 

Inventory to net working capital, 351, 
640-641 

Net profit to het sales, 570-571, 640 
Net profit to net working capital, 640 
Net profit to tangible net worth, 640 


Installment furniture retailers 
{continv£d): 

Net sales to inventory, 324, 640-641 
Net sales to net working capital, 432, 
434, ^40-641 

Net sales to tangible net worth, 411- 
412, 640 

Total liabilities to tangible net worth, 
245 

Installment sales, department store, 
205 

Insurance: 

Cash surrender value of, 87 
Prepaid, as current asset, 179-180 
Insurance Company of North Amer¬ 
ica, loans prohibited by, 228 
Intangible assets {See also Assets), 93- 
94 

Integrated petroleum operators: 
Average collection period, 382 
Current assets to current liabilities, 197 
Current liabilities to tangible net 
worth, 220 

Fixed assets to tangible net worth, 287- 
288 

Funded debt to net working capital, 
266 

Inventory to net working capital, 350 
Net profit to net sales, 569, 571 
Net profit to tangible net worth, 560 
Net sales to inventory, 323 
Net sales to net working capital, 432- 
433 

Net sales to tangible net worth, 409- 
411 

Total liabilities to tangible not worth, 
245-246 
Interest: 

As expense, 496, 504 
As income, 496, 504 
On securities. Securities and Exchange 
Commission regulation covering, 
504 

Internal analysis: 

Balance sheet, 173-438 
Profit and loss statement, 518-527, 529 
International finance, rearming 
through, 555 

International Match Corporation, 
losses to stockholders of, 51-52 
Interquartile range of ratios: 
Manufacturers, 626-633 
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iNTBBQUABTILE BANGS OF BATIOS (cOTIr 

tinued): 

Median versus upper and lower quar- 
tiles, 325 

Retailers, 640-643 
Summary of, 325, 625-643 
Wholesalers, 634-639 
Intebstate Hosiery Mills, inflated 
tangible net worth of, 596n. 
Inventory: 

Aging of, 306-307 
Control of, need for, 304-307 
Cost of sales to, 320-321 
Effects of excessive, 4 
End of natural business year, 203- 
209 

Illustrated relationships of, net sales to, 
307-319 

to net working capital, 333-349 
Losses from: 

Obsolescence, 304^305 
Price decline, 304-305 
Natural business basis of taking, 
203-209 

Need for supplementary relationship 
of, 334-336 

Net sales to, 294-328, 625, 627, 629, 
631, 633, 635, 637, 639, 641, 643 
Perpetual versus physical, 80 
Purchasing problems of, 307 
To net working capital, 320-354, 627, 
629, 631, 633, 635, 637, 639, 641, 
643 

Inventory valuation: 

Average cost basis, 297, 301-302, 325 
Base-stock method, 297, 299-300 
First-in first-out method, 297-299 
Fraudulent, 331 

I^ast-in first-out basis, 297, 303-304, 
325 

Lower of cost or market basis, 4, 80, 
273-274, 294r-297, 321 
McKesson & Robbins, Inc., 331, 596n. 
Normal stock method, 297, 299-300 
Personal judgment in, 174n., 596-597 
Of petroleum industry, 303n. 

Principles of, 70, 80-82 
Responsibility for, 330-333 
Retail method, 80, 297, 302, 325 
Standard cost method, 297, 302-303, 
325 

Tobacco industry, 301-302 


Investigational information, 46-48, 
52-56 

Investigations: 

Bank,52-54 
Trade, 52, 54-56 

Investment Company Act of 1940, 29 
Investment services, working capital 
computations of, 184-185 
Investments: 

American foreign, 555 
Defaulted foreign, 555 
In subsidiaries and affiliates, 87, 90-92 
Valuation of, 87-90 

Iron Mountain Company, first bond 
listings of, 231 
Italy: 

American loans to, 555 
Currency inflation in, 12 
Defaulted bonds of, 555 

J 

Jackson, James J., Taking the Mer¬ 
chandise Inventory^ 306n., 499n. 
Jackson & Bromfield, colonial account¬ 
ing records of, 67 
Japan: 

American loans to, 555 
Defaulted bonds of, 555 
Jewelry manufacturers and distribu¬ 
tors: 

Elements of net sales, 154 
Fiscal closing dates, 210 
Note settlements, 78n. 

Operating expense percentages, 523 
Job printers: 

Average collection period, 382, 632-633 
Current assets to current liabilities, 
197, 632 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible net worth, 
288, 632-633 

Funded debt to net working capital, 
266-267 

Interquartile range of ratios, 632-633 
Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 560, 
632 
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Job printers {povdinued): 

Net sales to net working capital, 433, 
632->633 

Net sales to tangible net worth, 410, 
632 

Total liabilities to tangible net worth, 
245 

K 

Kansas City Gas Company, listing ap¬ 
plication of, 26 

Kebter, Roy B., Principles of Account¬ 
ing f 476n, 

Kirkland, Edward C., A History of 
American Economic Life, 228n., 
230n.i 271n. 

Knitted outerwear manufacturers 
AND wholesalers: 

Average collection period, 382-“383, 
632-633, 633-639 

Current assets to current liabilities, 
197-198, 632-633 

Current liabilities to inventory, 632- 
633, 638-639 

Current liabilities to tangible net 
worth, 220-221, 632-633, 638- 
639 

Fixed assets to tangible net worth, 
287-289, 632-633, 638-639 

Interquartile range of ratios, 632-633, 
638-639 

Inventory to net working capital, 
360-351, 632-633, 638-639 

Net profit to net sales, 569-570, 632, 
638 

Net profit to net working capital, 632, 
638 

Net profit to tangible net worth, 560- 
561, 632, 638 

Net sales to inventory, 323-324, 632- 
633, 638-639 

Net sales to net working capital, 433- 
434, 632-633, 638-639 

Net sales to tangible net worth, 410- 
411, 632, 638 

Knoeppel, C. E.: 

Managing for Profit, 533n., 543n., 549n. 

Profitgraph designed by, 549 

Kreuger, Ivar, international fraud of, 
51-52 


Kvnze, Harry L., “A New Form of 
Fimds Statement,’* 474n. 

L 

i 

Labor circles, corporate profiit discus¬ 
sion in, 556n. 

Lacquer, paint, and varnish manu¬ 
facturers AND wholesalers: 
Average collection period, 382-383, 
632-633, 638-639 

Comparative financial statements 
(forms), 193-196 

Current assets to current liabilities, 
193-198, 632, 638 

Current liabilities to inventory, 632- 
633, 638-639 

Current liabilities to tangible net 
worth, 220-221, 632-633, 638-639 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
287-289, 632-633, 638-639 
Funded debt to net 'working capital, 
266, 632-633 

Interquartile range of ratios, 632-633, 
638-639 

Inventory to net working capital, 
350-351, 632-633, 638-639 
Net profit to net sales, 569-570, 632, 
638 

Net profit to net working capital, 632, 
638 

Net profit to tangible net worth, 560- 
561, 632, 638 

Net sales to inventory, 322-324, 632- 
633, 638-639 

Net sales to net working capital, 433- 
434, 632-633, 638-639 
Net sales to tangible net worth, 410- 
412, 632, 638 

Total liabilities to tangible net worth, 
245, 632-633 

Ladies’ Coat Company, Inc. : 

Comparative financial statements 
(forms), 389-394 

Net sales to tangible net worth, 389- 
394 

Ladies' specialty shops: 

Average collection period, 642-643 
Current assets to current liabilities, 198 
Current liabilities to inventory, 642- 
643 
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Ladies* specialty shops {continued): 
Current liabilities to tangible net 
worth, 221-222, 642-643 
Fixed assets to tangible net worth, 
289, 642-643 

Funded debt to net working capital, 
266-267 

Inventory to net working capital, 351, 
642-643 

Net profit to net sales, 568, 642 
Net profit to net working capital, 642 
Net profit to tangible net worth, 558, 
560, 642 

Net sales to inventory, 322, 324, 642- 
643 

Net sales to net working capital, 432, 
434, 642-643 

Net sales to tangible net worth, 411- 
412, 642 

Sales analysis, 159-160 
Total liabilities to tangible net worth, 
245-246 

Lafrentz, F. W., & Co., earliest current 
asset subtotals by, 183 
Laidler, Harry W., Concentration on 
American Industry, 56n. 

Land: 

Speculation in, 279n. 

Valuation of, 85-86 

Lanier, Henry Wyshane, Century of 
* Banking in New York, 230n. 

Lanier, J. F. D., bond sales of partner¬ 
ship of, 229-230 

La Rose, E. S. profitgraph developed 
by, 549-551 

Last-in first-out method, inventory 
pricing by, 297, 303-304, 325 
Lawrence, Mass., growth of factory 
town of, 272 

Lawson, Thomas W., Frenzied Finance, 
2571 >* 

Leaseholds, liquidation value of, 93 
Least squares, method of, 536n.-539n. 
Leather garment and luggage manu¬ 
facturers: 

Average collection period, 382, 630-631 
Current assets to current liabilities, 
196-197, 630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net worth, 
220, 630-631 


Leather garment and luggage manu¬ 
facturers {continued): 

Fixed assets to tangible net worth, 288, 
630-631 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 
349-350, 630-631 

Net profit to net sales, 568-569, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Net sales to net working capital, 433, 
630-631 

Net sales to tangible net worth, 410, 
630 

Ledgers, balancing of fourteenth and 
fifteenth century, 65 
Lehigh Coal and Navigation Com¬ 
pany, current asset segregation by, 
178-180 

Lehn and Fink Products Corporation, 
natural business year of, 207-208n. 
Lend-Lease Bill, passage of, 73 
Leslie, Banks & Company, earliest cur¬ 
rent asset subtotals, 183 
Letters of reference and recom¬ 
mendation, early American, 5-6 
Liabilities {See also Funded Debt): 
Capital surplus from reduction of, at 
discount, 578 
Classification of, 94^112 
Contingent: 

Defined, 112 

Notes receivable discounted as, 79 
Current: 

Accounting firms, 183-184 
Analysis of, 94-102 
Commercial Printing Corporation, 
187-190 
Defined, 95 

Department store, 204-205 
Earliest public-corporate classifica¬ 
tion of, 175-183 

Effect of seasonal operations on, 204- 
211 

Evolution of, 175, 178-186 
Excessive ratio of, to net worth, 
202-203, 211-214 
Fur coat manufacturers, 204 
Furniture manufacturers, 190-193, 
205 
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Liabilities (coniinued): 

Current (continued): 

Liquor Wholesale Corporation, 214- 
217 

Men’s Clothing Company, 211-214 
Paint & Varnish Mfg. Co., Inc., 
193-196 

Period Furniture Co., Inc., 190-193, 
205 

Railroad corporations, 175, 178-183 
Shipbuilding Corporation’s excessive, 
217-219 

To tangible net worth, 202-225, 627, 
629, 631, 635, 637, 639, 641, 643 
Deferred, classification of, 102-106 
Deficiencies in accounting for, 611 
Fund applications in decreases of, 473 
* Funds from increases in, 470-472 
Long-term: 

Acceleration clause for default in, 
102 

American colonial, 226-228 
Analysis of, 102-103 
Characteristics of, 250-252 
Current maturities of, 95, 101-102 
Early industrial, 230-231 
Early public utility, 230-231 
Early railroad, 228-230 
Evolution of, 226-231 
Interest on excessive, 4, 42 
Railroad, 228-230, 252 
To net working capital, 250-270 
Reduction at discount of, 578 
Total: 

Illustrated relationships to tangible 
net worth, 231-246 
To tangible net worth, 226-249, 
627, 629, 631, 633, 635, 637, 639, 
641, 643 

Licenses, liquidation value, 93 
Life insurance, cash surrender value, 
87 

Liggett & Myers, average-cost inven¬ 
tory valuation by, 30In. 

Lilly, Eli and Company, gross profit 
percentage studies of, 500n. 

Lin Yutang, The Importance of Living^ 
30n. 

Lincoln, Edmond E: 

Applied Business Finance^ 286n. 

Views concerning depreciation, 498n.- 
499n. 


Line of credit (See also Credit): 
Mercantile, basis of, 32 
Relation of compensating balance to, 
73 

Lingerie,/ hosiery, and millinery 
stores: 

Elements of net sales, 154 
Standard operating ratios, 522 
Liquid assets (See also Assets), 70-80, 
83-84, 174-185n. 

Liquidation value, 274 
Liquor & wine distributors: 

Average collection period, 383, 638-639 
Comparative financial statements 
(forms) y 214-217 

Current assets to current liabilities, 
196, 198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 211, 214-217, 221-222, 
638-639 

Elements of net sales, 154 
Excessive current liabilities, 214r"217 
Fixed assets to tangible net worth, 
289, 638-639 

Interquartile range of ratios, 638-639 
Inventory to net working capital, 351, 
638-639 

Net profit to net sales, 570, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 561, 
638 

Net sales to inventory, 324, 638-639 
Net sales to net working capital, 415- 
420, 434, 638-639 

Net sales to tangible net worth, 411, 
638 

Standard operating ratios, 522 
Liquor stores, package, standard oper¬ 
ating ratios, 522 

Listed securities (See also New York 
Stock Exchange): 

Accounting policies, 599-600, 620-621 
Growth in number of, 25-27, 178-179, 
230, 597-598 

Influence of, 25-27, 68, 599-600, 620- 
621 

Ruling on subsidiary stock dividends, 
600 

Securities listed on, 25-27, 178-179, 
230-231, 599-600 
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Listed securities (continued): 

Views on accounting charges, 441n.-' 
442n. 

iusTiNG APPUCATioN, National Tube 
Company, 599 
Littleton, A. C.: 

Accounting Evolution to 1990^ 66n.“ 
67n., 613n. 

Directory of Early American Public 
AccountarUj 21n. 

Introduction to Corporate Standards of 
Accourding^ An, 65n., 84n., 497n., 
502n., 582n., 608, 618-620 
IjOans (See also Bank Credit; Credit): 
By national banks, charge-offs and 
recoveries on, 97n. 

To officers, directors, and employees, 
87-88 

Loans payable, 95, 98-99 
London, world money center, 554-555 
Long Dock Company, first listed bonds 
of, 230-231 

IjOng-term liabilities (See also Lia¬ 
bilities) : 

Acceleration clause for default in, 
102 

American colonial, 226-228 
Analysis of, 102-103 
Characteristics of, 250-252 
Current maturities of, 95, 101-102 
Early industrial, 230-231 
Early public utility, 230-231 
Early railroad, 228-230 
Evolution of, 226-231 
Interest on excessive, 4, 42 
To net working capital, 250-270 
Lopez, Aaron, indebtedness of colonial, 
226-277 

Losses (See also Profit; Profit and Loss 
Statement): 

Before extraordinary charges, 496, 504 
Computation of, 496, 504, 507-509 
From falling prices, ^4-305 
Net, after adjustments by carry-back 
tax privilege, 496, 508-509 
Obsolescence, 304-307 
Section of net profit or final, 496, 
503-509 

Securities and Exchange Commission, 
regulation covering security, 506 
Lowell, Mass., growth of factory town 
of, 272 


Lowenthai,, Max, The InveMnr Pays, 
243n. 

Lower quartile ratios: 
Manufacturers*, 626-633 
Retailers*, 640-643 
Wholesalers*, 634-639 

Lubricating oil and gasoline whole¬ 
salers: 

Average collection period, 383, 636-637 
Comparative financial statements 
(forms), 276-279, 563 
Current assets to current liabilities, 
198, 636 

Current liabilities to inventory, 636- 
637 

Current liabilities to tangible net 
worth, 221, 636-637 
Fixed assets to tangible net worth, 
276-279, 287, 289, 636-637 
Funded debt to net working capital, 
266 

Interquartile range of ratios, 636- 
637 

Inventory to net working capital, 351, 
636-637 

Net profit to net sales, 570, 636 
Net profit to net working capital, 636 
Net profit to tangible net worth, 561, 
636 

Net sales to inventory, 324, 636-637 
Net sales to net working capital, 434, 
636-637 

Net sales to tangible net worth, 411, 
636 

Total liabilities to tangible net worth, 
245-246 

Luggage, and garment manufactur¬ 
ers, leather: 

Average collection period, 382, 630-631 
Current assets to current liabilities, 
196-197, 630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fixed assets to tangible net worth, 
288, 630-631 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 
349-350, 630-631 

Net profit to net sales, 568-569, 630 
Net profit to net working capital, 630 
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Luggage, and garment manufactur¬ 
ers, LEATHER {continued): 

Net profit to tangible net worth, 660, 
630 

Net sales to inventory, 323, 630-631 

Net sales to net working capital, 433, 
630-631 

Net sales to tangible net worth, 410, 
630 

Lumber and building material whole¬ 
salers AND retailers: 

Average collection period, 383, 636- 
637, 640-643 

Comparative financial statements, 
282-285 

Current assets to current liabilities, 
198, 636, 640-642 

Current liabilities to inventory, 636- 
637, 640-643 

Current liabilities to tangible net 
worth, 221-222, 636-637, 640-643 

Elements of net sales, 154-155 

Fixed assets to tangible net worth, 
282-285, 287, 289, 636-637, 640- 
643 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 636-637, 
640-643 

Inventory to net working capital, 351, 
636^637, 640-643 

Net profit to net sales, 570, 636, 640, 
642 

Net profit to net working capital, 636, 
640, 642 

Net profit to tangible net worth, 561, 
636, 640, 642 

Net sales to inventory, 324, 636-637, 
640-643 

Net sales to net working capital, 434, 
636-637, 640-643 

Net sales to tangible net worth, 440- 
441, 636, 642 

Operating expense percentages, 522- 
523 

Total liabilities to tangible net worth, 
245 

M 

Machine hours, depreciation based 
upon, 597 


Machine Manufacturing Corpora¬ 
tion, fixed assets to tangible net 
worth of reorganized, 290-293 
Machinery {See also Assets; Fixed 
assets), valuation of, 85-86 ^ 

Machinery manufacturers: 

Average collection period, 382, 630-631 
Consolidated balance sheet, 136-137 
Current assets to current liabilities, 
197,630 

Current liabilities to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fixed assets to tangible net worth, 
288, 630-631 

Funded debt to net working capital, 
266, 630-631 

Interquartile range of ratos, 630-631 
Inventory to net working capital, 
350, 630-631 

Net profit to net sales, 569, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Not sales to net working capital, 433, 
436-438, 630-631 

Net sales to tangible net worth, 410, 
630 

Total liabilities to tangible net worth, 
245, 630-631 

Macneil, Kenneth, Truth in Account¬ 
ing y 65n.-66n., 59In. 

Magazine publishers, gross profit, 380 
Magazine Publishing Co., Inc.: 
Adjusted earnings, 585 
Adjusted profit and loss statement 
(form), 519, 527-530 

Magazine titles, liquidation value, 93 
Mailing lists, liquidation value, 93 
Mair, John, Bookkeeping Methodiz^dy 
67 

Mallory, H. R., ‘‘The Break-Even 
Chart,” 547n. 

Manufacturers: 

Average collection period, 380, 382, 
625, 627, 629, 631, 633 
Current assets to current liabilities, 
196-197, 626, 628, 630, 632 
Current liabilities to inventory, 627, 
629, 631, 633 
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MANurACTUREKS {continued): 

Current liabilities to tangible net 
worth, 220-222, 627, 629, 631, 
633 

Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
286-289, 627, 629, 631, 633 
Funded debt to net working capital, 
266-267, 627, 629, 631, 633 
Interquartile range of ratios, 626- 
633 

Inventory to net working capital, 349- 
350, 352, 627, 629, 631, 633 
Net profit to net sales, 568-569, 571, 
626, 628, 630, 632 

Net profit to net working capital, 626, 
628, 630, 632 

Net profit to tangible net worth, 558- 
559, 626, 628, 630, 632 
Net sales to inventory, 321-323, 325, 
625, 627, 629, 631, 633 
Net sales to net working capital, 431- 
433, 625, 627, 629, 631, 633 
Net sales to tangible net worth, 408- 
411, 625-626, 628, 630, 632 
Total liabilities to tangible net worth, 
245, 627, 629, 631, 633 
Market, or cost, valuation at lower of, 
4, 80, 273-274, 294-297 
Market values, fluctuation of security, 
75 

Marketable securities (^ee also In¬ 
vestment; Securities), valuation of, 
71, 83-84 
Maryland: 

Accountants^ certificate of qualifica¬ 
tion in, 22 

Assigned receivables statute of, 99n. 
Bond-financing privilege by General 
Assembly of, 229 

Massachusetts Bank, Boston, early 
loans of, 6-7 

Massachusetts Historical Society, 
colonial business records of, 67n. 
Materials (See also Inventory), retail 
trade cost of, 153-154 
Mattress, bedspread, bedspring, cur¬ 
tain, and drapery manufacturers 
(See also Bedspread Manufacturers): 
Average collection period, 382, 626-629 
Current assets to current liabilities, 
196-197, 626, 628 


Mattress, bedspread, bedspring, cur¬ 
tain, and drapery manufacturers 
(continued): 

Current liabilities to inventory, 626- 

627 

Current liabilities to tangible net 
worth, 220, 626-629 

Fixed assets to tangible net worth*, 
288, 626-629 

Funded debt to net working capital, 
266, 626-627 

Interquartile range of ratios, 626-629 

Inventory to net working capital, 
349-350, 626-629 

Net profit to net sales, 271, 569, 626, 

628 

Net profit to net working capital, 626, 
628 

Net profit to tangible net worth, 559- 
560, 562, 626, 628 

Net sales to inventory, 323, 626-629 

Net sales to net working capital, 433, 
626-629 

Net sales to tangible net worth, 410, 
626, 628 

Total liabilities to tangible net worth, 
245-246, 626-627 

May, George 0.: 

Audits of Corporate Accounts, 86w., 
591n. 

Twenty-jive Years of AccourUing Re¬ 
sponsibility, 39n., 592n., 594n., 
603n. 

Value and Limitations of Corporate 
Accounts, 602n.-603n. 

Views concerning relativity of net 
profit, 39n. 

Views regarding accountancy, 591- 
592, 602n.-603n. 

Views regarding balance sheet changes, 
441n.-442n. 

McKesson & Robbins, Inc.: 

Fraudulent inventory valuation of, 
331, 596n. 

Securities and Exchange Commission 
report on, 48n., 51-52,441n., 696n. 

Means, Gardiner C., and Adolf A. 
Berle, The Modem Corporation and 
Private Property, 66n.-57n. 

Meat and grocery retail stores: 

Elements of net sales, 153-154 

Operating expense ratios, 522 



INDEX 


687 


Meat markets, operating expense ratios, 
522 

Meat packers, fiscal closing dates, 210 
Meat, poultry, and provisions pack¬ 
ers AND wholesalers: 

Average collection period, 382-883 
Current assets to current liabilities, 
197-198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 220-221, 638-639 
Fixed assets to tangible net worth, 
287-289, 638-639 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 638- 
639 

Inventory to net working capital, 350- 
351, 638-639 

Net profit to net sales, 569-570, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 560- 
561, 638 

Net sales to inventory, 322-324, 638- 
639 

Net sales to net working capital, 432- 
434, 638-639 

Net sales to tangible net worth, 409- 
411, 638 

Total liabilities to tangible net worth, 
245 

Median ratios: 

Manufacturers’, 626-633 
Retailers,’ 640-643 
Wholesalers’, 634-639 
Men’s and boy’s cix>thing, neckwear, 
shirt, suit, and underwear manu¬ 
facturers: 

Average collection period, 382, 626- 
627, 632-633 

Comparative financial statements 
(forms), 211-214, 311-315 
Condensed analysis, 213-214, 313-316 
Current assets to current liabilities, 
197, 626, 632 

Current liabilities to inventory, 626- 
627, 632-633 

Current liabilities to tangible net 
worth, 220, 626-627, 632-633 
Excessive current liabilities, 211-214 
Fiscal closing dates, 210 


Men’s and rot’s clothing, neckwear, 
SHIRT, suit, and UNDERWEAR MANU¬ 
FACTURERS (continued): 

Fixed assets to tangible net worth, 

288, 62^27, 632-633 

Funded debt to net working capital^ 
266, 626-627 

Interquartile range of ratios, 626-627, 
632-633 

Inventory to net working capital, 350, 
626-627, 632-633 

Net profit to net sales, 569, 626, 632 
Net profit to net working capital, 626, 
632 

Net profit to tangible net worth, 560, 

626, 632 

Net sales to inventory, 311-316, 626- 

627, 632-633 

Net sales to net working capital, 415, 
420-427, 433, 626-627, 632-633 
Net sales to tangible net worth, 410, 
626, 632 

Total liabilities to tangible net worth, 
245-246, 625-627 

Men’s and boys’ clothing retailers 
(see Boy’s and Men’s Clothing 
Retailers) 

Men’s and women’s shoe manufac¬ 
turers AND distributors: 

Average collection period, 383, 638- 
639, 642-643 

Current assets to current liabilities, 
197-198, 638, 642 

Current liabilities to inventory, 638- 
639, 642-643 

Current liabilities to tangible net 
worth, 221, 638-639, 642-643 
Fixed assets to tangible net worth, 

289, 638-639, 642-643 
Interquartile range of ratios, 638-639, 

642-643 

Inventory to net working capital, 351, 
638-639, 642-643 

Net profit to net sales, 570, 638, 642 
Net profit to net working capital, 638, 
642 

Net profit to tangible net worth, 558, 
561, 638, 642 

Net sales to inventory, 323-324, 638- 
639, 642-643 

Net sales to net working capital, 433- 
434, 638-639, 642-643 
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Men^s and women^s shoe manufac¬ 
turers AND DISTRIBUTORS {con¬ 
tinued) : 

Net sales to tangible net worth, 411- 
412, 638, 642 

Men’s Clothing Company, current lia¬ 
bilities to tangible net worth, 211- 
214 

Men’s Furnishing Shop, Inc., profit 
and loss statement analysis, 519-522 

Men’s furnishings, distributors of: 
Average collection period, 383, 636- 
637, 640-641 

Current assets to current liabilities, 
196, 198, 636, 640 

Current liabilities to inventory, 636- 
637, 640-641 

Current liabilities to tangible net 
worth, 221-222, 636-637, 640-641 
Elements of net sales, 154-155 
Fixed assets to tangible net worth, 
289, 636-637, 640-641 
Interquartile range of ratios, 636- 
637, 640-641 

Inventory to net working capital, 
349, 351, 636-637, 640-641 
Net profit to net sales, 570-571, 636, 
640 

Net profit to net working capital, 
636, 640 

Net profit to tangible net worth, 561- 
562, 636, 640 

Net sales to inventory, 308-311, 324, 
636-637, 640-641 

Net sales to net working capital, 
432, 434, 636-637, 640-641 
Net sales to tangible net worth, 411, 
636, 640 

Men’s Knitted Underwear Corpora¬ 
tion: 

Break-even charts, 534-551 

Comparative profit and loss statement 
(/orm), 534-536 

Net sales to plant capacity, 542 

Table of fixed expenses, 535-537 

Men’s Suit Company, Inc., comparative 
analysis of, 311-316, 453-454 

Mercantile Agency, The: 

Acquisition of Bradstreet Company by, 
fin. 

Comparative financial stat(*ments of, 
442 


Mercantile Agency, The {continued): 
Earliest financial statement blank, 
10-12, 185 

Efforts to obtain financial statements, 
620 

Financial statements (forma): 
Comparative, 127-128, 497 
Profit and loss statement, 497 
Short, 118-119 

Fiscal closing date studies, 209-211 
Inventory breakdowns, 81 
Nineteenth-century credit reports, 10- 
12 

Operating expense survey, 152-155 
Organization, 6 

Reference books, growth in number of 
enterprises listed in, 23n.-25n., 
147n.-148n. 

Standard operating ratios, 521-525 
Mercantii.e-Commerce Bank & Trust 
Company, comparative financial 
statements (forms) ^ 132-133 
Mercantile credit agencies, types of, 
52n. 

Mercantile credit manager, analysis 
by, 31-34, 43-45 

Mercantile terms of bale {See also 
Terms of Sale), changes in, 12-13 
Merchandise {See also Inventory): 
Advances on, 71, 82-83 
Analysis of, 70, 80-82 
Notes payable for, 95, 97 
Operating expense percentages of re¬ 
tailers of general, 522 
Trade acceptances for, 95, 97 
Merchandise obligations, retail trade 
percentages available for, 154 
Mbrgenthaler Linotype Company, 
balance sheet classifications, 183 
Metal stampings manufacturers: 
Average collection period, 382, 630- 
631 

Current assets to current liabilities, 
197, 630 

Current liabilities to tangible net 
worth, 220, 630-631 
Current list to inventory, 630-631 
Fixed assets to tangible net worth, 
288, 630-631 

Funded debt to net working capital, 
266, 630-631 

Interquartile range of ratios, 630-631 
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Metal stampings manupactitrers {con¬ 
tinued): 

Inventory to net working capital, 
350, 630-631 

Net profit to net sales, 669, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Net sales to net working capital, 
433, 630-631 

Net sales to tangible net worth, 410, 
630 

Total liabilities to tangible net worth, 
245, 630-631 

Method of least squares, 536n.-538n. 
Midwestern Department Store, Inc. : 
Comparative financial statements 
{forms), 279-282 

Fixed assets to tangible net worth, 
279-282 

Miller, G. L., & Co., Inc., suit on clas¬ 
sification of assets of, 72n., 695n. 
Millers, fiscal closing dates for flour, 210 
Millinery, lingerie, and hosiery 
retailers: 

Elements of net sales, 154 
Operating expense percentages, 522 
Mills, Frederick C., Statistical Meth¬ 
ods, 536n.-538n. 

Miscellaneous charges: 

Analysis of, 585-587 
Views regarding treatment of, 580-585 
Miscellaneous other income {See also 
Profit; Profit and Loss Statement), 
Securities and Exchange Commis¬ 
sion regulation covering, 504-505 
Mississippi Bubble of 1720, 554 
Missouri, assigned receivables statute 
of, 99n. 

Missouri Pacific Railway Company, 
suit for misrepresenting financial 
position of, 595n. 

Models, liquidation value of, 93 
Mohawk & Hudson Railway: 
Construction of, 229 
Financing of, 229 
Montgomery, Robert H. : 

Auditing Theory and Practice, 67n., 
82n., 89n., 92n., 294n., 516n., 578n. 
Views concerning cost, 294n. 

Views concerning depreciation, 616n. 


Montgomery, Robert H. {continued): 

Views concerning investment valua¬ 
tions, 89n. 

^^What Have We Done, and How?”, 
22n. ' 

Moody’s Investors Service, financial 
statement analysis by, 185 

Moore, Underhill, Statement of Ac¬ 
counting Principles, 8971., 506n., 603, 
616-618 

Morris Associates, Robert, fiscal date 
studies of, 206 

Motor vehicle retailers {See also 
Automobile Parts and Accessories), 
elements of net sales, 154-155 

Municipal securities {See also Govern¬ 
ment Securities; Investments Se¬ 
curities) : 

Analysis of, 70, 73-76 

Defaulted, 74-75n. 

Murray & Franklin, incorporation of, 
261 

Musica, Philip M., conviction of, 51 

Musical instrument retailers: 

Elements of net sales, 154 

Operating expense percentages, 523 

N 

National Association of Cost Ac¬ 
countants: 

Control and Valuation of Inventories, 
49971. 

Inventories, 49971. 

Fiscal date studies of, 206 

Year Book, 55l7i. 

National Association of Credit Men: 

Credit Manual of Commercial Laws, 
5071., 69n. 

Fiscal date studies of, 206 

Monthly Bulletins, 386n. 

Property statement blank of, 17-18 

National banks {See also Bank), 
charge-offs and recoveries on loans 
of, 9771. 

National Biscuit Company, current 
asset segregation by, 178 

National Credit Office, Inc. : 

Accountant’s verification blank of, 
123-125 

Credit reports of, 184-185 
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National Credit Office, Inc. {con- 
tinued): 

Financial statement forms used by, 
117-126 

Service department credit analysis, 
184-186 

Supplementary information blank of, 
122-123 

National Dairy Products Corpora¬ 
tion, statement of sources and 
applications of funds, 407n. 

National Defense Appropriation Act, 
666n. 

National Druggists’ Association, 
gross profit percentage studies by, 
600n. 

National Enameling & Stamping Co., 
current-asset segregation by, 178, 
180 

National Fertilizer Association, 
gross profit percentage studies by, 
500n. 

National Industrial Conference 
Board, inventory valuation survey 
by, 301-302n. 

National Lead Company: 

Base-stock valuation by, 300 
Current asset segregation by, 178 
Inventory valuation by, 299n.-300n. 

National Paper Trade Association, 
gross profit percentage studies by, 
600n. 

National Retail Dry Goods Associa¬ 
tion, gross profit percentage studies 
by, 500n. 

National Retail Hardware Associa¬ 
tion, gross profit percentage studies 
by, 500n. 

National Tube Company, listing appli¬ 
cation of, 599 

National Wholesale Hardware As¬ 
sociation, gross profit percentage 
studies by, 500n. 

Natural business year: 

Analysis on basis of, 209 
Council, 206, 209 
Defined, 205-209 
Fiscal closing dates, 209-211 
Inventory at end of, 208-209 
Recommended fiscal closing dates, 
209-211 


Needle industries, fixed asset invest^ 
ments of light, 286 

Nelson, Shepard & Cooke, earliest 
accounting firm, 21 
Net loss: 

After adjustments by carry-back tax 
privilege, 496, 508-509 
Before extraordinary charges, 496, 504 
Computation of, 496, 604, 507-509 
Net profit {See also Profit; Profit and 
Loss Statement): 

Adjustments to reported, 584-585 
After adjustments by carry-back tax 
privilege, 496, 508-509 
After all charges, manipulation of, 
516-517 

Before extraordinary charges, 496, 504 
Computation of, 496, 507-508 
Measures of, 558-559 
Operating versus final, 151n. 

Retail trade survey of, 154 

Small concerns, 579-580 

Source of funds, 470-471 

To net sales, 566-574, 626, 628, 630, 

632, 634, 636, 638, 640, 642 

To tangible net worth, 653-565, 626, 
628, 630, 632, 634, 636, 638, 640, 
642 

Net profit section of income state¬ 
ment, 496, 503-509 
Net sales {Sec also Sales): 

Abov(^ break-(iven point, 665-566 
Defined, 496, 498 
Elements of, 150-155 
Illustrated relationships to inventory, 
307-319 

Illustrated relationships to net work¬ 
ing capital, 415-431 
Illustrated relationships to tangible 
net worth, 389-408 

Operating expense percentages of, 521- 
525 

Percentage of plant capacity, 542 
Profit and loss statement in percent¬ 
ages of, 525 

To inventory, 294-328, 627, 629, 631, 

633, 635, 637, 639, 641, 643 

To net working capital, 415-438, 625, 
627, 629, 631, 633, 635, 637, 639, 
641, 643 

To tangible net worth, 386-414, 628, 
630, 632, 634, 636, 638, 640, 642 
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Net sales {continued): 

Volume of, 388, 566-668 
Net working capital: 

Correction of inadequate, 432 
Funded debt to, 250-270, 627, 629, 
631, 633, 635, 637, 639, 641, 643 
Illustrated relationships of inventory 
to, 338—349 

Illustrated relationships of net sales 
to, 415-431 

Inventory to, 329-354, 627, 629, 631, 
633, 637, 639, 641, 643 
Light, 42, 432 
Net change in, 474 

l^et sales to, 415-438, 625, 627, 629, 

631, 633, 635, 637, 639, 641, 643 
Net worth: 

Analysis of, 106-112 
Current liabilities to tangible net 
worth, 202-205, 627, 629, 631, 
633, 635, 637, 639, 641, 643 
Fixed assets to tangible net worth, 
271-293, 627, 629, 631, 633, 635, 

637, 639, 641, 643 

Net profit to tangible net worth, 553- 
565, 626, 628, 630, 632, 634, 636, 

638, 640, 642 

Net sales to, 386-414, 625-626, 630, 

632, 634 
Size of, 388-389 

Total liabilities to tangible net worth, 
226-249, 627, 629, 631, 633, 635, 
637, 639, 641, 643 

New Deal, investments in Federal 
agencies of, 73-74 
New Jersey: 

Court of Errors and Appeals' decision 
on consolidated balance sheet, 
58n. 

Public Service Corporation of, funded 
debt, 252 

New York, world money center, 555 
New York Central and Hudson 
River Railroad Co. : 

Consolidation of, 272 
Current asset segregation by, 178 
New York Central Railroad Bonds, 
New York Stock Exchange quota¬ 
tions on, 230 

New York Historical Society, colonial 
business records of, 67n. 


New York, New Haven k Hartford 
Railroad Co., current-asset classi¬ 
fication of, 175, 177-178 
New York Public Library, colonial 
business records of, 67n. 

New York State: 

Accountants' certificate of qualifica¬ 
tion in, 22, 598 

Bankers' Association, financial state¬ 
ment recommendations of, 14-15, 
614 

Society of Certified Public Account¬ 
ants, Problems of Financial Re-- 
porting Under Wartime Condi- 
tionsy 207n.-208n. 

New York Stock Exchange: 
Accounting policies of, 599-600, 620- 
621 

Influence of, 25-27, 599-600 
Ruling on subsidiary stock dividends, 
600 

Securities listed on, 25-27, 178-179, 
230-231, 599-600 

Views on accounting changes, 41 In.- 
442 

Niagara Falls Power Company, first 
published quarterly income state¬ 
ments of, 599-600 

Nickerson, Clarence C., CorUrol and 
Valuation of InventorieSy 301n. 

Niles & Niles, earliest current asset 
subtotals by, 183 
No-par stock: 

Reasons for creation of, 93-94 
Sale in excess of stated value of, 578 
Norfolk and Western Railroad Com¬ 
pany, working assets, 177 
Normal equations, derivation of, 536n.- 
539n. 

Normal stock method, inventory valua¬ 
tion by, 297, 299-300 
Northern Chemicals, Inc., financial 
statement analysis, 384-385 
Notes payable: 

To banks, 95-97 
For equipment, 95, 97 
For merchandise, 95, 97 
Notes receivable: 

Discounted, contingent liability for, 79 
For sale of merchandise, 70, 78-79 
Novelty stores: 

Elements of net sales, 154 
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Novelty stores {(^tinned): 

Operating expense percentages, 623 

NUMEBICAL DATA I 

Growing importance of, 3-30 

Philosophy of, 29-30 

Nurseries and florists, operating ex¬ 
pense percentages, 522 

0 

Observation equations, derivation of 
normal for, 536w.-539n. 

Obsolescence: 

Inventory losses through, 304-307 

Manipulation of rate of, 512, 515- 
516 

O’Connor V. Ludlam, subagent public 
accountants in, 595n. 

Office equipment and supplies re¬ 
tailers: 

Elements of net sales, 154 

Operating expense percentages, 523 

Officers: 

Accounts due from, 87-88 

Accrued bonuses to, 99 

Ohio, assigned receivables statute of, 
98n. 

Oil Creek Company, first bond listing 
of, 231 

Oil Refining Corporation, compara¬ 
tive financial statement, 247 

Open-account terms of sale {See also 
Terms of sale), origins of, 78 

Open book account, department store 
sales on, 205 

Operating expense ratios, 152-155, 
521-523 

Operating expenses: 

Retail trade ratios of, 152-155, 521- 
523 

Standard percentages to net sales, 
521-525 

Operating profit {See also Profit; 
Profit and Loss Statement): 

Defined, 496 

Final net profit versus^ 15In. 

Operating ratios, retail and service 
trade standard, 521-523 

Organization expense, liquidation 
value of, 93 


Outerwear, knitted, manufacturers 
and wholesalers of: 

Average collection period, 382-383, 
632-633, 638-639 

Current assets to current liabilities, 
197-198 

Current liabilities to inventory, 632- 
633, 638-639 

Current liabilities to tangible net 
worth, 220-221, 632-633, 633-639 

Fixed assets to tangible net worth, 
287-289, 632-633, 638-639 

Interquartile range of ratios, 632- 
633, 638-639 

Inventory to net working capital, 
350-351, 632-633, 638-639 

Net profit to net sales, 569-570, 
632, 638 

Net profit to net working capital, 
632, 638 

Net profit to tangible net worth, 
560-561, 632, 638 

Net sales to inventory, 323-324, 
632-633, 638-639 

Net sales to net working capital, 
433-434, 632-633, 638-639 

Net sales to tangible net worth, 
410-411, 632, 638 

Output, depreciation based upon, 597 
Oven, range, and stove manufac¬ 
turers: 

Average collection period, 382, 632-633 
Current assets to current liabilities, 
197, 632 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible not worth, 
288, 632-633 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 632-633 
Inventory to net working capital, 
349-350, 632-633 
Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 560, 
632 

Net sales to inventory, 323, 632-633 
Net sales to net working capital, 433, 
632-633 
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Oven, range, and stove manufac¬ 
turers ( continiLed ): 

Net sales to tangible net worth, 410, 
632 

Total liabilities to tangible net worth, 
245-246 

Overall and work clothing manu¬ 
facturers: 

Average collection period, 382 
Current assets to current liabilities, 197 
Current liabilities to tangible net 
worth, 220 

Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288 

Inventory to net working capital, 350 
Net profit to net sales, 569 
Net profit to tangible net worth, 560- 
561 

Net sales to inventory, 323 

Net sales to net working capital, 433 

Net sales to tangible net worth, 410 

Overcapitalization, correction of, 388- 
389 

Overtrading, effects of, 386-389, 394, 
412, 416-417, 426-427, 430 

P 

Paciolo, bookkeeping principles of, 
64-65n. 

Packers and wholesalers, meat, 

POULTRY AND PROVISIONS: 

Average collection period, 382-383 
(Xirrent assets to current liabilities, 
197-198, 638 

(Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net worth, 
220-221, 638-639 

P'ixed assets to tangible net worth, 
287-289, 638-639 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 638-639 
Inventory to net working capital, 
350-351, 638-639 

Net profit to net sales, 569-570, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 560- 
561, 638 

Net sales to inventory, 322-324, 638- 
639 


Packers and wholesalers, meat, 

POULTRY AND PROVISIONS ( con ¬ 
tinued ): 

Net sales to net working capital, 432- 
434, 6^8-639 

Net sales to tangible net worth, 409- 

411, 638 

Total liabilities to tangible net worth, 
245 

Paint, varnish & lacquer manufac¬ 
turers AND wholesalers: 

Average collection period, 382-383, 
632-633, 638-639 

Comparative financial statements 
(forms) y 193-196 

Current assets to current liabilities, 
193-198, 632, 638 

Current liabilities to inventory, 632- 
633, 638-639 

Current liabilities to tangible net 
worth, 220-221, 632-633, 638-639 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
287-289, 632-633, 638-639 
Funded debt to net working capital, 
266, 632-633 

Interquartile range of ratios, 632-633, 
638-639 

Inventory to net working capital, 
350-351, 632-633, 638-639 
Net profit to net sales, 569-570, 632, 
638 

Net profit to net working capital, 632, 
638 

Net profit to tangible net worth, 560- 
561, 632, 638 

Net sales to inventory, 322-324, 632- 
633, 638-639 

Net sales to net working capital, 
433-434, 632-633, 638-639 
Net sales to tangible net worth, 410- 

412, 632, 638 

Total liabilities to tangible net worth, 
245, 632-633 

Paint, wallpaper, and glass re¬ 
tailers: 

Elements of net sales, 154-155 
Operating expense percentages, 523 
Pajamas, underwear, and shirts, 
men’s: 

Current assets to current liabilities, 
197 
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Pajamas, unperwsab, and shirts, 
MBN*s {continued): 

Current liabilities to tangible net 
worth, 220 

Net profit to tangible net worth, 660 
Panic of 1837; 

Credit prior to, 8 
Failures during, 368-369 
Paper: 

Accommodation, 7-9 
Single-name, 13-21 
Trade, 7-9 

Paper and paper box manufacturers 
AND wholesalers: 

Average collection period, 382-383, 
632-633, 638-639 

Current assets to current liabilities, 
197-198, 632, 638 

Current liabilities to inventory, 632- 
633, 638-639 

Current liabilities to tangible net 
worth, 220-221, 632-633, 638-639 
Fixed 9 ,ssets to tangible net worth, 
288-289, 632-633, 638-639 
Funded debt to net working capital, 
266-267, 632-633, 638-639 
Interquartile range of ratios, 632-633, 
638-639 

Inventory to net working capital, 350- 
361, 632-633, 638-639 
Net profit to net sales, 569-570 
Net profit to net working capital, 632, 
638 

Net profit to tangible net worth, 660- 
561, 632, 638 

Net sales to inventory, 323-324, 632- 
633, 638-639 

Net sales to net working capital, 433- 
434, 632-633, 63S-639 
Net sales to tangible net worth, 410- 
411, 632, 638 

Total liabilities to tangible net worth, 
245, 632-633, 638-639 
Paper currency, fluctuating, during 
Civil War, 78 

Paper Mill Corporation, internal 
analysis of, 564-565 

Par value, sale of stock in excess of, 578 
Partnerships: 

Incorporation of, 536-537 
New York State Bankers’ Association 
statement blank for, 16 


Partnerships {continued): 
Reorganization of proprietorship into, 
636-637 

Past-due accounts, excessive, 4 
Patents, liquidation value of, 93 
Paterson, N. J., growth of factory 
town of, 272 
Paton, William A.: 

“Comment on a Statement of Ac¬ 
counting Principles,” 294n. 
Introduction to Corporate Accounting 
Standards, 65w., 84w., 497w., 582n., 
608, 618-620n. 

Views regarding inventory valuation, 
294n. 

Patterns, liquidation value of, 93 
Patterson, Teele & Dennis, views on 
surplus adjustments, 581-582 
Peat, Marwick, Mitchell & Co.: 
Earliest current asset subtotals by, 
183 

Subtotals for current position by, 183 
Pennsylvania: 

Accountants’ certificate of qualifica¬ 
tion in, 22 

Assigned receivables statute of, 99n. 
Bankers’ Association financial state¬ 
ments, 15w. 

Pennsylvania Historical Society, co¬ 
lonial business records of, 67w. 
Pennsylvania Railroad Company: 
Balance sheets {forms), 175-178 
Funded debt of, 252 

Peragallo, Edward, Origin and Evolu¬ 
tion of Double Entry Bookkeeping, 
64n., 66n. 

Period Furniture Co.: 

Comparative financial statements 
{forms), 190-193 
Current position, 190-193 
Perpetual inventory records, 80 
Personal judgments, analytical effects 
of, 594-597 

Peru, defaulted bonds of, 555 
Peters, Charles C., and Walter R. 
Van Voorhis, Statistical Procedures 
and Their Mathematical Bases, 538n. 
Petroleum: 

Integrated operators: 

Average collection period, 382 
Current assets to current liabilities, 
197 
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Petroleum {continued): 

Integrated operators {corUinued): 

Current liabilities to tangible net 
worth, 220 

Fixed assets to tangible net worth, 
287-288 

Funded debt to net working capital, 
266 

Inventory to net working capital, 
350 

Net profit to net sales, 569, 571 

Net profit to tangible net worth, 
560 

Net sales to inventory, 323 

Net sales to net working capital, 
432-433 

Net sales to tangible net worth, 409- 
411 

Total liabilities to tangible net 
worth, 245-246 
Inventory valuation, 303n. 

Phelps, Clyde Williams, Age Analysis 

of Charge Accountsj 381 n. 

Physical inventory, use of, 80 
Piece goods converters and finishers: 
Average collection period, 382, 632-633 
Condensed analysis, 260-261 
C/urrent assets to current liabilities, 
197, 632 

Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible net worth, 
287-288, 632-633 

Funded debt to net working capital, 
257-261, 285 

Interquartile range of ratios, 632-633 
Inventory to net working capital, 350, 
632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 559 
Net sales to inventory, 323, 632-633 
Net sales to net working capital, 433, 
632-633 

Net sales to tangible net worth, 410, 
632 

PiETRA, Angelo, accounting text of, 67 
PiPE-riTTiNQS manufacturers; 

Comparative financial statements 
(forms) j 261-264 

Funded debt to net working capital, 
261-264 


Piping, heating, and air-<!Onditioning 
CONTRACTORS, fiscal closing dates, 
210 

Plant capacity, net sales percentage of, 
543 / 

Plumbers Specialty Manufacturing 
Corporation; 

Average collection period, 377-380 
Comparative analysis, 377-380 
Plumbing and heating supplies whole¬ 
salers: 

Average collection period, 383, 638- 
639 

Current assets to current liabilities, 
198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 221, 638-639 
Fixed assets to tangible net worth, 
289, 638-639 

Funded debt to net working capital, 
266, 638-639 

Interquartile range of ratios, 638-639 
Inventory to net working capital, 351, 
638-639 

Net profit to net sales, 568, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 561, 
638 

Net sales to inventory, 324, 638-639 
Net sales to net working capital, 434, 
638-639 

Net sales to tangible net worth, 411, 
638 

Total liabilities to tangible net worth, 
245, 638-639 

PoGSON, Peloubet & COMPANY, earliest 
current asset subtotals by, 183 
PoNzi Episode, 554 

Porter, Henry, colonial credit reports 
on, 9 

Porter, Kenneth W., The Jacksom 
and the LeeSj 67n., 228n. 

Posting sheets, financial statement, 
125-135 

Poultry and dairy retail stores: 
Elements of net sales, 154 
Operating expense percentages, 522 
Poultry, meat, and provisions pack¬ 
ers AND wholesalers: 

Average collection period, 382-383 
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Poultry, meat, and provisions pack¬ 
ers AND WHOLESALERS {continued): 

Current assets to current liabilities, 
197-198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 220-221, 638-639 

Fixed assets to tangible net worth, 
287-289, 638-639 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 638- 
639 

Inventory to net working capital, 350- 
351, 638-639 

Net profit to net sales, 569-570, 638 

Net profit to net working capital, 638 

Net profit to tangible net worth, 560- 
561, 638 

Net sales to inventory, 322-324, 638- 
639 

Net sales to not working capital, 432- 
434, 638-639 

Net sales to tangible net worth, 409- 
411, 638 

Total liabilities to tangible net worth, 
245 

Power Boiler Corporation: 

Comparative financial statements 
(/orm«), 240-243 

Condensed analysis, 243-244 

Total liabilities to tangible net worth, 
240-244 

Preference stock, 107-110 
Preferred stock, analyses of, 107-110 
pRENDERGAST, WiLLiAM A., Credit and 
Its UseSj 175n. 

Prepaid expenses, 87, 92-93 
Prepaid insurance, Lehigh Coal and 
Navigation Company, 179-180 
Prices, inventory losses from decline of, 
304-305 

Printers, job {see Job Printers) 
Processes, liquidation value of, 93 
Prochnow, Herbert V., and Roy A. 
Foulke, Practical Bank Credit, 
219n., 305w. 

Produce and dairy companies, fiscal 
closing dates, 210 

Produce and fruit wholesalers: 

Average collection period, 383, 636-637 


Produce and fruit wholesalers (con- 
tinued): 

Current assets to current liabilities, 
198, 636 

Current liabilities to inventory, 636- 
637 

Current liabilities to tangible net 
worth, 221, 636-637 
Fixed assets to tangible net worth, 
287, 289, 636-637 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 636-637 
Inventory to net working capital, 351, 
636-637 

Net profit to net working capital, 636 
Net profit to net sales, 570, 636 
Net profit to tangible net worth, 561, ’ 

636 

Net sales to inventory, 322, 324, 636- 

637 

Net sales to net working capital, 432, 
434, 636-637 

* Net sales to tangible net worth, 411, 
636 

Total liabilities to tangible net worth, 
245 

Profit {See also Profit and Loss State¬ 
ment) : 

Analysis of, 493-574 
Funds attracted by, 556-559 
Cross: 

Explanation of, 496, 500 
Natural, 500 

Section of income statement, 496- 
500 

Treatment of, 380 
Net: 

After adjustments by carry-bac^k 
tax privilege, 496, 508-509 
After all charges, manipulation of, 
516-517 

Before extraordinary charges, 496, 
504 

Computation of, 496, 507-508 
Measures of, 556-559 
Operating versus final, 151n. 
Reported, adjustments to, 582-583 
Retail trade survey of, 154 
Section of income statement, 496, 
503-509 

Small concerns, 579-580 
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Peofit {continued): 

Net {continited): 

Source of funds, 470-471 
To net sales, 268, 666-674, 626, 
630, 632, 634, 636, 638, 640, 642 
To tangible net worth, 663-666, 626, 
628, 630, 632, 634, 636, 638, 640, 
642 

Operating versus final net, 161n. 

On securities. Securities and Exchange 
Commission regulation covering, 
604 

Undivided, 107, 112 

Profit account, consolidated, manip¬ 
ulation of, 617-618 
Profit incentive: 

Capital accumulations through, 653- 
556 

To established concerns, 558 
To investors, 558-559 
To new management, 556-558 
Profit and loss statement {See also 
Financial Statements, Profit): 
Adjustments, 527-530 
Analysis of, 493-574 
Cold Storage Warehouse Corporation, 
483-487 

Comparative {form): 

Analysis of, 523-532 
Biscuit Baking Company, 532 
Department store, 524-527 
Electrical parts and supplies manu¬ 
facturer, 531 

Funds statements from, 481-487 
Men’s Knitted Underwear Corpora¬ 
tion, 534-551 

Radio Parts Manufacturing Corpo¬ 
ration, 552 

Wholesale Dry Goods Corporation, 
466 

Comparative analysis, 523-532 
Condensed: 

Contents of inadequate, 495 
State Stove Corporation, 490 
Contents of, 494^509 
Curtain Manufacturing Company, Inc., 
168-169 

Deficiencies in, 609-610, 612-613 
Earliest published, 599-601 
Explanation of, 493-510 
Final net profit or loss section in, 496, 
503-609 


Profit and loss statement {continued): 
Forms suggested by: 

Daniels, M. B., 506 
Federal Reserve Board, 502 
Fruit an4 Vegetable Canning Com¬ 
pany, Inc., 574 

Gross profit section of, 496-500 
Internal analysis, 518-527, 629 
Items in, 494-509 

Magazine Publishing Co., Inc., ad¬ 
justed {form)f 527-530 
Manipulation in, 511-532 
Men’s Furnishing Shop, Inc., analysis 
of, 519-521 

Paper Mill Corporation, 564-565 
Percentages of net sales, 527 
State Department Store, Inc., com¬ 
parative {form), 524-527 
Tendency to make all charges to, 527, 
581-584 

Wholesale Dry Goods Corporation, 466 
Profit motive, 553-559 
Profitgraph, forms and applications of, 
549-551 

Property statements: 

Defined, 617 

National Association of Credit Men 
recommended {form), 17-19 
Provision for doubtful accounts {See 
also Bad Debts), 496, 503 
Provisions, meat, and poultry pack¬ 
ers and distributors: 

Average collection period, 382-383 
Current assets to current liabilities, 
197-198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 220-221, 638-639 
Fixed assets to tangible net worth, 287- 
289, 638-639 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 638-639 
Inventory to net working capital, 350- 
351, 638-639 

Net profit to net sales, 569-570, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 560- 
561, 638 

Net sales to inventory, 322-324, 638- 
639 
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Provisions, meat, and poultry pack¬ 
ers AND DisTRiBUTOES {continued): 
Net sales to net working capital, 432- 
434, 63S-639 

Net sales to tangible net worth, 409- 
411, 638 

Total liabilities to tangible net worth, 
245 

Public corporations, current position 
of, 175-183 

Public Service Corporation of New 
Jersey, funded debt of, 252 
Public utility bonds {See also Bonds; 
Liabilities: Long-term), early, 230- 
231 

Public utiuty corporations, early 
stock listings of, 179 
Public utility holding companies, 
stock dividends of subsidiaries, 600 
Publishers: 

Fiscal closing dates for book, 210 
Gross profit of magazine, 380 
Purchasing, inventory problems of, 
307 

Pure Candy Corporation, comparative 
balance sheet analysis, 454-463 
Pure drug chain, comparative balance 
sheet analysis, 200-201 

Q 

Qualitative analysis, Alexis Carrel on, 
355 

Quartile ratios, upper and lower: 
Manufacturers, 626-633 
Retailers, 640-643 
Wholesalers, 634r-639 
Quick assets {See also Assets; Current 
Assets), 70-80, 83-84, 174, 183n. 

R 

Radio manufacturers and distribu¬ 
tors: 

Break-even point, 552 
Elements of net sales, 154 
Fiscal closing dates, 210 
Operating expense percentages, 523 
Railroad corporations: 

Current position, 175-180, 182 
Early consolidations, 272-273 
Early long-term securities, 228-230 


Railroad corporations {continued): 

European investments in American, 
230 

Funded debt, 228-230, 252 
Range, stove, and oven manufac¬ 
turers: 

Average collection period, 382, 632- 
633 

Current assets to current liabilities, 
197, 633 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 632-633 

Fixed assets to tangible net worth, 288, 
632-633 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 632- 
633 

Inventory to net working capital, 349- 
350, 632-633 

Net profit to net sales, 569, 632 

Net profit to net working capital, 433, 
632-633 

Net profit to tangible net worth, 560, 
632 

Net sales to inventory, 323, 632-633 

Net sales to net working capital, 433, 
632-633 

Net sales to tangible net worth, 410, 
632 

Total liabilities to tangible net worth, 
245-246 
Ratios: 

Average collection period, 355-385, 
625, 627, 629, 631, 633, 635, 637, 
639, 641, 643 

Current: 

Computation of, 173-201 
Evolution of, 185-198 
Interquartile range of, 625-626, 628, 
630, 632, 634, 636, 638, 640, 642 
Paint & Varnish Mfg. Co., Inc., 
193-196 

Period Furniture Co., Inc., 190-193 
Printers, 187-190 
Two to one, 196, 198 
Typical examples of, 186-198 

Current liabilities to inventory, 627, 
629, 631, 633, 635, 637, 639, 641, 
643 
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Ratios { cordinued ): 

Current liabilities to tangible net 
worth, 202-225, 627, 629, 631, 
633, 636, 637, 639, 641, 643 
Desirability of low fixed assets to tan¬ 
gible net worth, 274, 286-287, 
289 

Elements of net sales, 150-155 
Fixed asset to tangible net worth, 271- 
293, 627, 629, 631, 633, 636, 637,. 
639, 641, 643 

Funded debt to net working capital, 
260-270, 627, 629, 631, 633, 635, 

637, 639, 641, 643 

Interquartile range of ratios, 325, 
625-643 

Inventory to net working capital, 329- 
354, 627, 629, 631, 633, 635, 637, 
639, 641, 643 

Net profit to net sales, 566-574, 626, 
628, 630, 632, 634, 636, 638, 640, 
642 

Net profit to net working capital, 626, 

628, 630, 632, 634, 636, 638, 640, 

642 

Net profit to tangible net worth, 553- 
565, 626, 628, 630, 632, 634, 636, 

638, 640, 642 

Net sales to inventory, 294-328, 625, 
627, 629, 631, 633, 635, 637, 639, 
641, 643 

Net sales to net working capital, 627, 

629, 631, 633, 635, 637, 639, 641, 

643 

Net sales to tangible net worth, 386- 
414, 625-626, 628, 630, 632, 634, 

636, 638, 640, 642 

Net sales percentage of plant capacity, 
542 

Operating, 152-155, 521-523 
Total liabilities to tangible net worth, 
226-249, 627, 629, 631, 633, 635, 

637, 639, 641, 643 
Rautenstrauch, Walter; 

The Economics of Industrial Manage- 
mentj 55 In. 

Views on significance of financial state¬ 
ments, 535n.-536n. 

Raw materials {See also Inventory; 
Inventory Valuation), valuation of, 
70, 80-82 


Rayon, bilk, and acetate: 

Dress manufacturers: 

Average collection period, 382, 620- 
629 

Currei^t assets to current liabilities, 
197, 628 

Current liabilities to inventory, 628- 
629 

Current liabilities to tangible net 
worth, 220, 628-629 
Fixed assets to tangible net worth, 
288, 628-629 

Interquartile range of ratios, 628- 
629 

Inventory to net working capital, 
350, 628-629 

Net profit to net sales, 569, 628 
Net profit to net working capital, 628 
Net profit to tangible net worth, 560, 
628 

Net sales to inventory, 323, 628-629 
Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 409- 
410, 628 

Piece goods converters: 

Average collection period, 382, 632- 
633 

Current assets to current liabilities, 
197, 632 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible net worth, 
287-288, 632-633 

Interquartile range of ratios, 632-633 
Inventory to net working capital, 
350, 632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 
560-562, 632 

Net sales to inventory, 323, 632-633 
Net sales to net working capital, 433, 
632-633 

Net sales to tangible net worth, 410, 
632 

Ready-to-wear women’s {See also Wo¬ 
men’s Shoe, Hosiery, and Clothing 
Manufacturers and Distributors), 
elements of net sales, 154r-155 
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Receivables: 

Assignment of, 98-99 
Heavy, 4 

From officers, directors, and employees, 
87-88 
Past due, 4 

For sale of merchandise, 70, 78-78 
Reconciliations : 

Net worth, 579 
Surplus: 

Of large corporations, 580-584 
Need for, 3-4 

Of small enterprises, 579-580 
Reconstruction Finance Corpora¬ 
tion: 

Guaranteed securities, 74 
Loans, 268-259 

Record books (See also American 
Colonies), colonial, 5-6, 67-68 
Records, progress in keeping accurate, 
23 

Reference books (See also Dun & Brad- 
street, Inc.), business enterprises 
listed in, 23n.-25, 147-148n. 
References, credit, 5-6 
Refiners, fiscal closing dates for cotton¬ 
seed oil, 210 

Refrigerator dealers: 

Elements of net sales, 154 
Operating expense percentages, 522 
Refrigerator manufacturers, fiscal 
closing dates, 210 

Regents of the University of State 
OF New York, accountants' cer¬ 
tificate of qualification, 22 
Regulation S-X, Securities and Ex¬ 
change Commission, covering: 
Accounts receivable, 88n. 

Capital surplus, 579 
Consolidated financial statements, 58- 
62 

Dividends, 504 
Due from officers, 88 
Extraordinary credits and income de¬ 
ductions, 504-506W. 

Income, 497n.-498n. 

Independent accountants, 27-29?i., 
694W.-696 

Interest on securities, 604 
Long-term obligations, 103n. 
Marketable securities, 83n.-84n. 
Miscellaneous income, 504-505 


Regulation S-X, Securities and Ex¬ 
change Commission, covering (con¬ 
tinued): 

Occupancy and buying costs, 498n. 
Profit and loss statement forms, 497 
Property, plant, and equipment, 85- 
86n. 

Public disclosures, 493-494n. 
Qualification of accountants, 27-29n., 
594n.-596 

Retroactive adjustments and charges, 
624 

Security losses, 506 
Subsidiaries, 90n.-92n. 

Regulator Machine Co., Inc., com¬ 
parative balance sheet, 140-141 
Reihl, Charles W., “Credit Depart¬ 
ment of Bank,” 442n. 

Replacement less depreciation, valu¬ 
ation at, 274 

Representations, financial, types of, 
48-52 
Reserves: 

Bad debt, personal judgment in setting 
up, 597 

Charged to surplus, 513-514 
C'ontingency, 95, 101, 104-105 
Depreciation: 

Exclusion of land from assets sub¬ 
ject to, 85n. 

Fixed percentage of diminishing 
value, 597 

Mac.hiiK'-hour, basis of accumulat¬ 
ing, 597 

Output basis of accumulating, 597 
Personal judgment in, 597 
Sinking fund method of accumulat¬ 
ing, 597 

Supreme Court decisions on, 594 
Valuation at cost less, 273 
Valuation at replacement less, 274 
Manipulation of, 512, 515-516 
Special, closing out of, 578 
Tax, 95, 99-100 

Valuation of, 102-103, 273-274 
Resort Department Store, Inc. : 
Comparative financial statements, 232- 
236 

Total liabilities to tangible net worth, 
232-236 

Respondentia^ supplementary process of, 
228, 247 
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RssTAUjRANTft, Operating expense per- 
centageS) 523 

Retail Dbug Chain, Inc., comparative 
financial statement, 355 
Retail Furniture Company, Inc., 
funds statement, 475-481 
Retail Men^s Clothing, Inc.: 

Financial statements (/orm), 308-311 
Net sales to inventory, 308-311 
Retail method, inventory valuation by, 
80, 297, 302, 305 

Retail Shoe Company, comparative 
financial statement analysis, 168 
Retail Specialty Shop, Inc., balance 
sheet (form), 126 
Retail trades: 

Average collection period, 380-381, 
383, 641, 643 

Before Civil War, 329-330 
Current assets to current liabilities, 
196, 198, 640, 642 

Current liabilities to inventory, 641, 
643 

Current liabilities to tangible net 
worth, 221-222, 641, 643 
Elements of net sales, 150-155 
Fiscal closing dates, 210 
Fixed ass('ts to tangible net w^rth, 286- 
287, 289, 641, 643 

Funded debt to net working capital, 
2^6-207, 641, 643 

Interquartile range of ratios, 640-643 
Inventory to net working capital, 349, 
351-352, 641, 643 
Material costs, 150-154 
Net profit or loss percentages, 150- 
154 

Net profit to net sales, 570-571, 586 
Net profit to net working capital, 640, 
642 

Net profit to tangible net worth, 559, 
561 

Net sales to inventory, 320, 322, 324- 
325, 641, 643 

Net sales to net working capital, 431- 
432, 434, 641-643 

Net sales to tangible net worth, 408- 
409, 411-412, 640-642 
Operating expense ratios, 152-155, 
521-523 

Percentages available for merchandise 
obligations, 150-154 


Retail trades ( continued ): 

Standard operating ratios, 150-152, 
521-523 

Total liabilities to tangible net worth, 
245-246, 641-643 

Returns and allowances, 496-498 

Revenue Act: 

1909, corporate filing date under, 206n. 

1939, last-in, first-out pricing recog¬ 
nized under, 304 

1942, carry-over and carry-back privi¬ 
lege under, 508-509 

Reynolds, R. J., average-cost inventory 
valuation, 30In. 

Rhode Island, assigned receivables 
statute, 99n. 

Ripley, William Z.: 

Influence on accountancy, 229n., 598 

Railroads Finance and Organization, 
229n., 598n. 

“Stop, Look, Listen!” 598n. 

Robbins, Fred A., proprietor, sales 
analysis, 156-158 

Robert Morris associates, fiscal date 
studies, 206 

Rolnik, Max, views on undervaluation 
of inventory, 513n.-514n. 

Rome, trading center, 329 

Rosendale, William M., “Credit De¬ 
partment Methods,” 173n. 

Rothschilds, motto of, 203 

Royal Foundry Co., Inc., reorgani¬ 
zation, 377 

Royalties, current asset of Colorado 
Fuel & Iron Corporation, 180 

Russia, Soviet, social experiments of, 
553 

S 

St. Paul Railway Company, unsound 
reorganization, 243n. 

Sakolski, a. M., The Great American 
Land Bubble, 279n. 

Sales: 

Analysis: 

Blank Book Manufacturing Com¬ 
pany, 162-165 

Haberdashery Shop, 150-158 
Illustrations of, 155-165 
Ladies Specialty Shop, 159-160 
Qualifications to, 16^167 



702 


INDEX 


Sales {corUinued): 

Analysis (corUinited): 

Techniques, 160-167 
Wholesale Woolen Company, 160- 
162 

Cost of, 496, 498-499 
Elements: 

Retail trades, 150-155 
Supplementary sources of, 166-167 
Gross, 496-497 
Net: 

Above break-even point, 567-568 
Defined, 496-498 
Elements, 150-155 
Illustrated relationships to inven¬ 
tory, 307-319 

Illustrated relationships to net work¬ 
ing capital, 415-531 
Illustrated relationships to tangible 
net worth, 398-408 
Net profit to, 566-574, 626, 628, 630, 
632, 634, 636, 640, 642 
Operating expense percentages, 521- 
625 

Percentage of plant capacity, 543 
Profit and loss statement in per¬ 
centages of, 629 
Terms of: 

Mercantile, changes in, 12-13 
Need of, 355-356 
Origin of open-book account, 78 
To net working capital, 415-438, 

625, 627, 629, 631, 633, 635, 637, 

639, 641, 643 

To tangible net worth, 386-414, 625- 

626, 628, 630, 632, 634, 636, 638, 

640, 642 

Salesmen, accrued commissions to, 99 
SaTjOONS, standard operating ratios, 522 
Sanders, Thomas H., Statement of Ao- 
counting Principles, 89n., 606n., 603, 
616-618 

Schultz, Biel E., Stock Exchange Pro¬ 
cedure, 26n., 600n. 

Scotland, base stock valuation in, 300 
Scott, Sir Walter, publishing firm of, 
203 

Screw & Bolt Corporation, funded 
debt to net working capital, 267- 
268 

Seasonal variation, effect on current 
liabilities, 204-211 


Second World War: 

Growth of sales during, 568 
Participation of United States in, 73 
Rearming for, 555 
Spending, 560, 562 

Section 776 of Bankruptcy Act, reor¬ 
ganization under, 261, 263-264, 377 
Securities: 

Federal agencies, 70, 73-75 
Government guaranteed, 73-75 
Marketable, 71, 83-84 
Municipal, 70, 73-76 
State, 70, 73-75 

United States Government, 70, 73-76 
Securities and Exchange Commission: 
Accounting Series, 68, 599, 608-614, 
621 

Associated Gas & Electric Company 
report, 596n. 

Charges against Alleghany Corpor¬ 
ation, 579w., 595-596W. 

Instruction Book for Form 10, 28-29n. 
McKesson & Robbins, Inc., report, 48, 
51-52, 331n., 494, 596n. 

Problems of Small Business, 148n. 
Regulation S-X covering: 

Accounts receivable, 88n. 

Capital surplus, 579 
Consolidated financial statements, 
58-62 

Dividends, 504 
Due from officers, 88 
Extraordinary credits and income 
deductions, 504-506n. 

Income, 497w.-498n. 

Independent accountants, 27-29n., 
594n.-596 

Interest on securities, 504 
Long-term securities, 103n. 
Marketable securities, 83n.-84n. 
Miscellaneous income, 504-505 
Occupancy and buying costs, 498n. 
Profit and loss statement forms, 497 
Property, plant, and equipment, 85- 
86n. 

Public disclosures, 493-494n. 
Qualification of accountants, 27- 
29n., 594n.-596 

Retroactive adjustments and 
charges, 524 
Security losses, 506 
Subsidiaries, 90n.-92n. 
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Secubities Exchange Act of 1934: 
Provisions of, 27-29, 62, 493-494n., 604 
Supplementary reports, 62 

Selling expenses, 496, 502-503 

Sebvice element in modern business, 
333-334 

Service trades, standard operating 
ratios, 521-524 

Sbybold, Edgar G., and C. E. Knoeppel, 
Managing for Profit^ 533n., 543n., 
549n. 

Shipbuilding Corporation: 

Comparative financial statements, 217- 
219 

Net sales to net working capital, 217- 
219 

Shirt, underwear, and pajama manu¬ 
facturers, men’s: 

Average collection period, 382, 632- 
633 

Comparative financial statements 
(Jorms), 415, 420-427 
Current assets to current liabilities, 
197, 632 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 , 

Interquartile range of ratios, 632-633 
Inventory to net working capital, 
350, 632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 560, 
632 

Net sales to inventory, 323, 632 
Net sales to net working capital, 415, 
420-427, 433, 632-633 
Net sales to tangible net worth, 410, 
632 

Shoe manufacturers and distribu¬ 
tors: 

Average collection period, 382-383, 
632-633, 638-639, 642-643 
Current assets to current liabilities, 
197-198, 632, 638, 642 
Current liabilities to inventory, 632- 
633, 638-639, 642-643 
Current liabilities to tangible net 
worth, 220-221, 632-633, 638- 
639, 642-643 

Elements of net sales, 154-155 
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Shoe manufacturers and distribu¬ 
tors {contintied): 

Fixed assets to tangible net worth, 288- 
289, 632-633, 638-639, 642-643 

Interqifartile range of ratios, 632-633, 
638-639, 642-643 

Inventory to net working capital, 350- 
351, 632-633, 6^639, 642-643 

Net profit to net sales, 569-570, 632, 
638, 642 

Net profit to net working capital, 632, 
638, 642 

Net profit to tangible net worth, 560- 
561, 632, 638, 642 

Net sales to inventory, 323-324, 632- 
633, 638-639, 642-643 

Net sales to net working capital, 433- 
434, 632-633, 638-639, 642-643 

Net sales to tangible net worth, 410- 
412, 632, 638, 642 

Operating expense percentages, 522 
Silk, rayon, and acetate: 

Dress manufacturers: 

Average collection period, 382, 628- 
629 

Current assets to current liabilities, 
197, 628 

Current liabilities to inventory, 628- 
629 

Current liabilities to tangible net 
worth, 220, 628-629 

Fixed assets to tangible net worth, 
288, 628-629 

Interquartile range of ratios, 628-629 

Inventory to net working capital, 
350, 628-629 

Net profit to net sales, 569, 628 

Net profit to net working capital, 628 

Net profit to tangible net worth, 560, 
628 

Net sales to inventory, 323, 628-629 

Net sales to net working capital, 433, 
628-629 

Net sales to tangible net worth, 409- 
410, 628 

Piece goods converters: 

Average collection period, 382, 632^ 
633 

Current assets to current liabilities, 
197, 632 

Current liabilities to inventory, 632- 
633 
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Silk, rayon, and acetate {continued): 
Piece goods converters {continued): 
Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible net worth, 
287-288, 632-633 

Interquartile range of ratios, 632- 
633 

Inventory to net working capital, 
350, 632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 
560-562, 632 

Net sales to inventory, 323, 632-633 
Net sales to net working capital, 
433, 632-633 

Net sales to tangible net worth, 410, 
632 

Sinclair, Arthur, grocery store sales 
analysis, 167 

Sinclair, Prior, Budgeting^ 533n., 544n. 
Single-name paper, rise of, 13-21 
Sinking fund method {See also Depre¬ 
ciation), depreciation by, 597 
Sixteenth Amendment, 22-23 
Sixth Supplemental National De¬ 
fense Appropriation Act, 556n. 
Slater, Samuel, first mill operator, 558 
Slow trade payments, implications of, 
55-56 

Smith, Adam, Wealth of Nationsy 69-70n. 
Smith, E. Dillon: 

Break-even point, 544n. 

Least squares method, 538n. 

Soft drinks and carbonated w^ateb 
BO'iTLERS {see Bottlers, Soft Drinks 
and Carbonated Water) 

Sole proprietorships, incorporation of, 
536-537 

Solomon, Fred, clothing business of, 311 
Sources and applications op funds, 
statement of, 469-490 
Southern Foundry C'ompany, compara¬ 
tive analysis, 467-468 
Souvenir and novelty stores: 
Elements of net sales, 154 
Operating expense percentages, 523 
Soviet Russia, social experiment of, 553 
Special Committee on Cooperation 
with Stock Exchanges, views on 
balance sheet changes, 441-442 


Specialty shops, women’s {see Women’s 
Specialty Shops) 

Specie payments, resumption of, 2 
Speculation, land, 279n. 

Sporting goods stores: 

Elements of net sales, 154 
Operating expense percentages, 523 
Standard & Poor’s Corporation, 184 
Standard cost, inventory pricing at, 
297, 302-303, 325 

Standard Oil Co. of New Jersey, omis¬ 
sion of cents from statements of, 
592n. 

Standard operating ratios, retail and 
service trade, 521-523 
Standard Statistics Service, Inc., card 
reports, 184 

Stan WOOD, J. H., colonial credit report • 
on, 9-10 

Star Manufacturing Co., Inc., balance 
sheet revision, 138-139 
State Department Store, Inc,, com¬ 
parative profit and loss statement 
analysis, 519, 524-527 
State stove corporation, statement of 
sources and applications of funds, 
489-490 

Statement of sources and applica¬ 
tions of funds, 469-490 
States: 

Free of debt, 74n. 

Securities of, 70, 73-75 
Total gross d(d3ts of, 74n. 

Stationery stores: 

Elements of net sales, 154-155 
Operating expense percentages, 523 
Statistics of Income for 1945y 27In. 
Stavisky Scandal, 554 
Steel, fabricators of structural: 
Average collection period, 382 
Current assets to current liabilities, 
197 

Current liabilities to tangible net 
worth, 220 

Fixed assets to tangible net worth, 
288 

Funded debt to net working capital 
266 

Inventory to net working capital 
350 

Net profit to net sales, 569 

Net profit to tangible net worth, 560 
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Steel, fabricatobs of structural 
{continued): 

Net sales to inventory, 323 
Net sales to net working capital, 433 
Net sales to tangible net worth, 410 
Total liabilities to tangible net 
worth, 245 

Steiner, W. H., Mechanism of Com¬ 
mercial Credit^ 78n. 

Stettinius, William, colonial credit re¬ 
port on, 9 
Stock: 

Alphabet, 107-110 
Analysis of, 106-110 
Capital, 107-110 
Class A, B, and C, 107-110 
Common, 107 

Deficiencies in accounting for, 611 
Dividends, New York Stock Exchange 
ruling on, 600 
No-par: 

Reasons for creation of, 93n.-94n-. 
Sale in excess of stated value, 578 
Preference, 107-110 
Preferred, 107-110 
Treasury, 93-94, 179, 578, 600 
Stock Exchange, New' York: 

Accounting policies of, 549-600, 620- 
621 

Influences of, 25-27, 599-600, 620- 
621 

Ruling on subsidiary stock dividends, 
600 

Securities listed upon, 25-27, 178-179, 
230-231, 599-600 

StockARD, John I., colonial credit re¬ 
ports on, 10 
Stockholders: 

Analysis by, 37-40, 44 
Interest in earnings, 38-39 
Stockwell, Herbert G., Hou) to Read a 
Profit and Loss Statement^ 500n., 
587w. 

Stores, country general {See also 
Retail Trades): 

Elements of net sales, 153-154 
Operating expense percentages, 522 
Stove, range, and oven manufac¬ 
turers: 

Average collection period, 382, 632-633 
Current assets to current liabilities, 
197, 632 


Stove, range, and oven manufac¬ 
turers {continued): 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 
Fixed assets to tangible net worth, 288, 
632-633 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 632-633 
Inventory to net working capital, 349- 
350, 632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 560, 
632 

Net sales to inventory, 323, 632-633 
Net sales to net working capital, 433, 
632-633 

Net sales to tangible net worth, 410, 
632 

Total liabilities to tangible net worth, 
245-246 

Strachey, John, The Coming Struggle for 
Powery 272n., 553n. 

Stra icin'-LINE DEPRECIATION {See also 
Depreciation), 597 

Street railways, stock listings of, 179 

Style Dress Manufacturers, Inc., 
comparative financial statements, 
412-413 

Subscription lists, liquidation value of, 
93 

Subsidiaries: 

Advances to, 87, 90-92 
Defined, 90n.-92 
Investments in, 87, 90-92 

Sugar, fiscal closing dates for refiners of, 
210 

Suit, coat, shoe, and hosiery manu¬ 
facturers AND distributors, 
women’s: 

Average collection period, 357, 382- 
383, 626-633, 636-643 
Current assets to current liabilities, 
197-198, 626, 628, 630, 632, 636, 
638, 640, 642 

Current liabilities to inventory, 626- 
633, 636-643 

Current liabilities to tangible net 
worth, 220-221, 626-633, 636-643 
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Suit, coat, shoe, and hosiebt manu- 
FACTUBEBS AND DISTRIBUTOBS, 
women’s {cordinued): 

Elements of net sales, 154-166 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
288-289, 626-633, 636-643 
Funded debt to net working capital, 
266 

Interquartile range of ratios, 626- 
633, 636-643 

Inventory to net working capital, 
349-351, 626-633, 636-643 
Net profit to net sales, 569-671, 626, 
628, 630, 632, 636, 638, 640, 642 
Net profit to net working capital, 
626, 628, 630, 632, 636, 638, 640, 
642 

Net profit to tangible net worth, 
559-562, 626, 628, 630, 632, 636, 
638, 640, 642 

Net sales to inventory, 323-324, 
626-633, 636-643 

Net sales to net working capital, 
432-434, 626-633, 636-643 
Operating expense percentages, 522 
Total liabilities, 410 
Supplementary information: 

Ames Manufacturing Company, 488- 
489 

Desirability of, 33-37, 46-63, 383, 454 
Investigational, 52-56 
Large corporation, 51-52 
National Credit Office, Inc,, blank, 
122-123 

State Stove Corporation, 490 
Unfavorable, 49-51 

Wood Turning Company, Inc., 53- 
54 

Supreme Court Decision on Depreci¬ 
ation {See also Depreciation), 594 
Surplus: 

Account analysis, 577-578 
Capital: 

Defined, 107, 110-111, 577-579 
Separation of, 579 
Sources of, 577-579 
Charges to, 512-515 
Deficiencies in accounting for, 609, 
612 

Earned, 107, 113 
Reconciliation of, 3-4, 579-585 


T 

Tailors, custom, standard operating 
ratios of, 522 

Tangible net worth {See also Net 
Worth): 

Current liabilities to, 202-225, 627, 

629, 631, 633, 635, 637, 639, 641, 
643 

Excessive current debt to, 202-203, 
211-214 

Fixed assets to, 271-293, 627, 629, 631, 
633, 635, 637, 639, 641, 643 
Interstate Hosiery Mills inflated, 596n. 
Net profit to, 553-565, 626, 628, 630, 
632, 634, 636, 638, 640, 642 
Net sales to, 386-414, 625-626, 628,^ 

630, 632, 634, 636, 638, 640, 642 * 
Size of, 388-389 

Total liabilities to, 220-249, 627, 629, 

631, 633, 635, 637, 639, 641, 643 
Tapp AN, Arthur & Co.: 

Accommodation paper, 7 
Failure of, 368-369n. 

Tappan, Lewis: Life of Arthur TappaUy 
7n., 369n. 

Taverns and bars, standard operating 
ratios, 522 
Taxes: 

Carry-back and carry-over, 508-509 
Excess-profits, 496, 507 
Income, accounting for, 496, 507 
Reserve for, 95, 99-106 
Temporary National Economic Com¬ 
mittee: 

Competition and Monopoly in American 
Industryf bin. 

Problems of Small Businessy 148n. 
Terms op sale {See also Sales): 

Before and after Civil War, 329-330 
Changes in mercantile, 12-13 
Need for, 355-356 
Origins of open account, 78 
Texas, assigned accounts receivable 
statute, 99n. 

Textile weavers, fiscal closing date, 
210 

Tire manufacturers and distributors: 
Average collection period, 634-635 
Current assets to current liabilities, 634 
Current liabilities to inventory, 634- 
635 
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Tibs makufactttbebs and DisTBmtrTOBs 

{continued): 

Current liabilities to tangible net 
worth, 634-636 
Elements of net sales, 154 
Fixed assets to tangible net worth, 634- 
635 

Interquartile range of ratios, 634-635 
Inventory to net working capital, 634- 
635 

Net profit to net sales, 634 
Net profit to net working capital, 634 
Net profit to tangible net worth, 634 
Net sales to inventory, 634-635 
Net sales to net working capital, 634- 
635 

Net sales to tangible net worth, 634 
Note settlements, 73-79 
Standard operating ratios, 522 
Tobacco, cigar, and cigarette manu¬ 
facturers AND distributors: 
Average collection period, 382-383, 
634-635 

Current assets to current liabilities, 
197-198, 626, 634 

Current liabilities to inventory, 626- 
627, 634-635 

Current liabilities to tangible net 
worth, 220-221, 626-627, 634- 
635 

Fixed assets to tangible net worth, 
288-289, 626-627, 634-635 
Funded debt to net working capital, 
266-267 

Inventory to net working capital, 349- 
351, 626-627, 634-635 
Net profit to net sales, 569-570, 626, 
634 

Net profit to net working capital, 626, 
634 

Net sales to inventory, 322-324, 626- 
627, 634-635 

Net sales to net working capital, 432- 
434, 626-627, 634-635 
Net sales to tangible net worth, 410- 
411, 626, 634 

Total liabilities to tangible net worth, 
245 

Tool and hardware manufacturers 
AND distributors: 

Average collection period, 382-383, 
630-631, 636-637 


Tool and hardware manufacturers 
AND distributors {continued): 
Current assets to current liabilities, 
197-198, 630, 636 

Current liabilities to inventory, 630- 
631, 636-637 

Current liabilities to tangible net 
worth, 210-211, 630-631, 636-637 
Fixed assets to tangible net worth, 
288-289, 630-631, 636-637 
Funded debt to net working capital, 
266, 636-631, 636-637 
Interquartile range of ratios, 630-631, 
636-637 

Inventory to net working capital, 350- 
351, 630-631, 636 

Net profit to net sales, 569-570, 630, 
636 

Net profit to net working capital, 630, 
636 

Net profit to tangible net worth, 560- 
561, 630, 636 

Net sales to inventory, 323-324, 630- 
631, 636-637 

Net sales to net working capital, 432- 
434, 630-631, 636-637 
Net sales to tangible net worth, 410- 
412, 630, 636 

Total liabilities to tangible net worth, 
245, 636-631, 636-637 
Tools {See also Assets; Fixed Assets), 
valuation of, 85 
Toy wholesalers: 

Average collection period, 373-376 
Comparative balance sheet analysis, 
373-376 

Tracings, liquidation value of, 93 
Trade acceptances: 

Early use of, 8 
For equipment, 95, 97 
For merchandise, 70, 80, 95, 97 
Trade associations: 

Gross profit percentage studies, 500n. 
Influences on accountancy, 598 
Trade investigations, utility of, 52, 54- 
56 

Trade-marks, liquidation value of, 93 
Trade names, liquidation value of, 93 
Trade paper, early use of, 7-9 
Trade payments, slow, 7-9 
Trask, Israel, colonial credit report on, 
9 
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Tbeasuber, analysis by corporate, 40-45 
Treasury Department, United 
States: 

Base stock accounting rejected by, 
300 

Press releases of, 27 In. 

Recognition of cost or market valua¬ 
tion by, 294 

Report on natural fiscal year, 207 
Statistics of Income^ 567n. 
Tax-anticipation notes, 76n.-76n. 
Treasury stock: 

Allied Chemical and Dye Corporation, 
600 

Asset value of, 93-94 
Baltimore and Ohio Railroad Co., 179 
Donations in form of, 578 
Truck manufacturers, net sales to 
tangible net worth of commercial, 
389, 394-402 
Trucks, valuation of, 85 
Trust companies (See also Banks), com¬ 
pensating balances required by, 73 
Turnovers (See also Ratios): 

Inventory, 294-328, 625, 627, 629, 631, 
633, 635, 637, 639, 641, 643 
Net working capital, 627, 629, 631, 633, 
635, 637, 639, 641, 643 
Tangible net worth, 386-414, 625-626, 
628, 630, 632, 634, 636, 638, 640, 
642 

U 

Undertaking and furniture shops: 
Elements of net sales, 154 
Operating expense percentages, 522 
Undertrading, effects of, 387-389, 412 
Underwear and hosiery distributors: 
Average collection period, 383 
Current assets to current liabilities, 
196, 198 

Current liabilities to tangible net 
worth, 221-222 

Fixed assets to tangible net worth, 289 
Inventory to net working capital, 349, 
351 

Net profit to net sales, 570-571 
Net sales to inventory, 324 
Net sales to net working capital, 432, 
434 

Net sales to tangible net worth, 411 


Underwear, shirt, and pajama manu¬ 
facturers, men^s: 

Average collection period, 382, 632- 
633 

Comparative financial statements 
(forms), 415, 420-427 
Current assets to current liabilities, 
197, 632 

Current liabilities to inventory, 632- 
633 

Current liabilities to tangible net 
worth, 220, 632-633 
Interquartile range of ratios, 632- 
633 

Inventory to net working capital, 
350, 632-633 

Net profit to net sales, 569, 632 
Net profit to net working capital, 632 
Net profit to tangible net worth, 560, 
632 

Net sales to inventory, 323, 632 
Net sales to net working capital, 415, 
420-427, 433, 632-633 
Net sales to tangible net worth, 410, 
632 

Undivided profits (See also Profit; 

Profit and Loss Statement), 107, 112 
Unearned income (See also Profit; Profit 
and Loss Statement), 102, 105-106 
Union Pacific Railroad Co., current 
asset segregation, 178 
United New Jersey Railroad and 
Canal C^ompany, lease of, 175 
United States: 

Government securities, 70, 73-76 
Participation in Second World War, 73 
Supreme Court decisions on deprecia¬ 
tion, 594 

Treasury Department: 

Base-stock accounting rejected by, 
300 

Press releases of, 27In. 

Recognition of cost or market valua¬ 
tion by, 294 

Report on natural fiscal year, 207 
Statistics of Income, 567n. 
Tax-anticipation notes, 75n.-76n. 
United States Rubber Company, asset 
classification, 178, 183 
United States Steel Corporation: 
Financing, 203 
Net working capital, 184 
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United States Steel Cobporation 
{continued): 

Omission of cents from statements, 
592n. 

Statement of sources and applications 
of funds, 470n. 

United Typothetae of America, gross 
profit percentage studies, 500w. 
Universities, gross profit percentage 
studies, 600n. 

Upper quartile ratios: 

Manufacturers \ 626-633 
Retailers^ 640-643 
Wholesalers^ 634-639 
Uptown Credit Group, accountants' 
verification blank, 125 
Uptown Group, Inc,, studies on aging 
inventory, 306n. 

V 

Valuation: 

Inventory: 

At lower of market or, 273-274, 
294-297 

Average cost basis, 297, 301-302, 
325 

Base-stock method, 297, 299-300 
Effects of low, 513n.-514n. 

First-in first-out method, 297-299 
Fraudulent, 331 

Last-in first-out method, 297, 303- 
304 

Lower of cost or market basis, 4, 80, 
273-274, 294-297 

McKesson & Robbins, Inc., 331, 
696n. 

Normal stock method, 297, 299-300 
Personal judgment in, 174n., 596- 
597 

Of petroleum industry, 303n. 
Principles of, 70, 80-82 
Responsibility for, 330-333 
Retail method, 80, 297, 302 
Standard cost method, 297, 302-303 
Tobacco industry, 301-302 
Reserves, 102-103 

Valve and Pipe Manufacturing Co., 
Inc., comparative financial state¬ 
ment analysis, 261-264 
Vanderbilt, Commodore Cornelius: 
Railroad consolidations by, 272 
Speculative activities of, 26 


Van Voorhis, Walter R., and Charles 
C. Peters, Statistical Procedures and 
Their Mathematical Basesy 538n. 

Variety stores, operating expense per¬ 
centages, 523 

Varnish, paint, and lacquer manu¬ 
facturers AND wholesalers: 
Average collection period, 382-383, 
632-633, 638-639 

Comparative financial statements 
(forms), 193-196 

Current assets to current liabilities, 
193-198, 632, 638 

Current liabilities to inventory, 632- 
633, 638-639 

Current liabilities to tangible net 
worth, 220-221, 632-633, 638-639 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 
287-289, 632-633, 638-639 
Funded debt to net working capital, 
266, 632-633 

Inventory to net working capital, 350- 
351, 632-633, 638-639 
Net profit to net sales, 569-570, 632, 
638 

Net profit to net working capital, 632, 
638 

Net profit to tangible net worth, 560 - 
561, 632, 638 

Net sales to inventorj^, 322-324, 632- 
633, 638-639 

Net sales to net working capital, 433- 
434, 632-633, 638-639 
Net sales to tangible net worth, 410- 
412, 632, 638 

Total liabilities to tangible net worth, 
245, 632-633 

Vegetable and fruit canners: 

Average collection period, 382, 630- 
631 

Comparative financial statements 
(forms), 346-349, 572-574 
Current assets to current liabilities, 
196-197, 630 

Current liabihties to inventory, 630- 
631 

Current liabilities to tangible net 
worth, 220, 630-631 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 288, 
630-631 
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Vegetable and fruit gannebs (con- 
iinued): 

Funded debt to net working capital, 
266 

Interquartile range of ratios, 630-631 
Inventory to net working capital, 345- 
350, 630-631 

Net profit to net sales, 569, 630 
Net profit to net working capital, 630 
Net profit to tangible net worth, 560, 
630 

Net sales to inventory, 323, 630-631 
Net sales to net working capital, 432- 
433, 630-631 

Net sales to tangible net worth, 410, 
630 

Profit and loss statement, 574 
Venice, accounting records in, 64 
ViLLERS, Raymond, and Walter 
Rautenstrauch, The Economics 
of Industrial MancLgemerUj 551n. 
Virginia, assigned receivables statute 
of, 99n. 

W 

Wages, accrued, 99 
Wales, base-stock valuation in, 300 
Wall, Alexander, How to Evaluate 
Financial Statements, 70n., 449n. 
Wall paper, paint, and glass retail 
stores: 

Elements of net sales, 154-155 
Operating expense percentages, 523 
War: 

Civil: 

Economic consequences of, 12-13 
Fluctuating paper currency during, 
78 

Retail practices before, 329 
Department orders, 256 
First World: 

Currency inflation after, 12 
Decline in business activity during, 
24 

Defaults after, 555 
Investments before, 554-555 
Trade acceptance crusade after, 80 
Of 1812, up-country freighting after, 
271-272 
Second World: 

Growth of sales during, 568 


War {continued): 

Second World {continvsd): 
Participation of United States in, 
73 

Rearming for, 555 
Spending, 560, 562 

War bonds, 73 

Ward, Thomas Wren, early credit re¬ 
ports of, 9 

Warehouses, fiscal closing dates for 
cotton, 210 

Wash suit, dress, and shoe manufac¬ 
turers, children’s: 

Average collection period, 382, 626- 
627, 632-633 

Current assets to current liabilities, 
197, 626, 632 

Current liabilities to inventory, 626- 
627, 632-633 

Current liabilities to tangible net 
worth, 220, 626-627, 632-633 
‘ Fixed assets to tangible net worth, 
288, 626-627, 632-633 
Interquartile range of ratios, 626- 
627, 632-633 

Inventory to net working capital, 
350, 626-627, 632-633 
Net profit to net sales, 569, 626, 632 
Net profit to net working capital, 
626, 632 

Net profit to tangible net worth, 560, 
626, 632 

Net sales to inventory, 323, 626-627, 
632-633 

‘Net sales to net working capital, 433, 
626-627, 632-633 

Net sales to tangible net worth, 410, 
626, 632 

Weavers, fiscal clothing dates for cotton 
textile, 210 

Wendell, Mrs. Catherine, indebted¬ 
ness of Colonial, 227 

West Coast Wholesaler Lumber Co., 
Inc.: 

Comparative financial statements 
(forms), 282-285 

Fixed assets to tangible net worth, 282- 
285 

West Shore Railroad Co., funded debt 
of, 252 

Western Union Company, first listed 
bonds, 231 
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Wholesale Dry Goods Cobpobation, 
comparative consolidated financial 
statements, 46^467 

Wholesale Fruit k Produce Company, 
Inc., current liabilities, 211, 214- 
217 

Wholesale Fuel and Oil Corpo¬ 
ration: 

Comparative financial statements 
(/ornw), 276-279 

Fixed assets to tangible net worth, 276- 
279 

Wholesale Gasoline and Lubricating 
Oil, Inc., comparative financial 
statements, 563 

Wholesale Grocery Corporation, 
comparative financial statements, 
435-436 

Wholesale Liquor Distributors, Inc.: 
Comparative financial statements, 415- 
420 

Net sales to net working capital, 415- 
420 

Wholesale Paper Company, compara¬ 
tive financial statements, 326 

Wholesale Toy Corporation: 

Average collection period, 373-376 
Comparative financial statements 
(Jorma), 373-376 

Wholesale Woolen Company, sales 
analysis, 160-162 

Wholesalers: 

Average collection period, 380-381, 
383, 635, 637, 639 

Current assets to current liabilities, 
196, 198, 634, 636, 638 
Current liabilities to inventory, 635, 
637, 639 

Current liabilities to tangible net 
worth, 221-222, 635, 637, 639 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 286- 
287, 289, 635, 637, 639 
Funded debt to net working capital, 
266-267, 635, 637, 639 
Interquartile range of ratios, 63<4-639 
Inventory to net working capital, 349, 
351-352, 635, 637, 639 
Net profit to net sales, 568, 570-571, 
634, 636, 638 

Net profit to net working capital, 634, 
636, 638 


Wholesalers {continued): 

Net profit to tangible net worth, 559, 
561-562, 634, 636, 638 
Net sales to inventory, 320, 322, 824- 
325, 635, 637, 639 

Net sales to net working capital, 431- 
432, 434, 635, 637, 639 
Net sales to tangible net worth, 408- 
409, 411-412, 634, 636, 638 
Of Tobacco Products, Inc., balance 
sheet (form)f 129-133 
Total liabilities to tangible net worth, 
245-246, 635, 637, 639 

Willis, H. P., The Federal Reserve Sys¬ 
tem, 19n. 

WiMAN, Erastus, Chances of Success, 
203n. 

Wine and liquor distributors: 

Average collection period, 383, 638, 
639 

Comparative financial statements, 
(forms), 214-217, 415-420 
Current assets to current liabilities, 
196, 198, 638 

Current liabilities to inventory, 638- 
639 

Current liabilities to tangible net 
worth, 221-222, 638-639 
Excessive current liabilities, 214-217 
Fixed assets to tangible net worth, 289, 
638-639 

Interquartile range of ratios, 638- 
639 

Inventory to net working capital, 351, 
638-639 

Net profit to net sales, 570, 638 
Net profit to net working capital, 638 
Net profit to tangible net worth, 561, 
638 

Net sales to inventory, 324, 638-639 
Net sales to net working capital, 415- 
420, 434, 638-639 

Net sales to tangible net worth, 411, 
638 

Winslow, Richard H., railroad security 
distributor, 229-2^ 

Winthrop, Alden, Are You a Stoch- 
holderf, 26n., 49n., 103n., 514n. 

WoMBN^B shoe, hosiery, AND CLOTHING 
MANUFACTURERS AND DISTRIBUTORS*. 

Average collection period, 357, 382- 
383, 626-633, 636-643 



712 


INDEX 


Women’s shoe, hosiebt, and clothing 

MANUFACTUBEKS AND DISTBIBXJTOBS 
(continiLed): 

Current assets to current liabilities, 
197-198, 626, 628, 630, 632, 636, 
638, 640, 642 

Current liabilities to inventory, 626- 
633, 636-643 

Current liabilities to tangible net 
worth, 220-221, 626-633, 636-643 
Elements of net sales, 154r-165 
Fiscal closing dates, 210 
Fixed assets to tangible net worth, 288- 
289, 626-633, 636-643 
Funded debt to net working capital, 
266 

Interquartile range of ratios, 626-633, 
636-643 

Inventory to net working capital, 349- 
351, 626-633, 636-643 
Net profit to net sales, 569-571, 626, 
628, 630, 632, 636, 638, 640, 642 
Net profit to net working capital, 626, 
628, 630, 632, 636, 638, 640, 642 
Net profit to tangible net worth, 559- 
562, 626, 628, 630, 632, 636, 638, 
640, 642 

Net sales to inventory, 323-324, 626- 
633, 636-643 

Net sales to net working capital, 432- 
434, 626-633, 636-643 
Operating expense percentages, 522 
Total liabilities, 410 
Women’s specialty shops: 

Average collection period, 642-643 
Current assets to current liabilities, 
198, 642 

Current liabilities to inventory, 642- 
643 

Current liabilities to tangible net 
worth, 221-222, 642-643 
Fixed assets to tangible net worth, 289, 
642-643 

Funded debt to net working capital, 
266-267 

Inventory to net working capital, 351, 
642-643 

Net profit to net sales, 568, 642 
Net profit to net working capital, 
642 

Net profit to tangible net worth, 558, 
660, 642 


Women’s specialty shops {continued): 
Net sales to inventory, 322, 324, 642- 
643 

Net sales to net working capital, 432, 
434, 642-643 

Net sales to tangible net worth, 411- 
412, 642 

Sales analysis, 159-160 
Total liabilities to tangible net worth, 
245-246 

Wood Tubning Company, Inc,: 

Current liabilities, 53-54 
Supplementary information, 53-64 
Woolen Cloth Mills, Inc.: 
Comparative financial statements 
(forms) f 415, 427-431 
Net sales to net working capital, 415, 
427-431 

Wootten, a. a., colonial credit reports 
on, 10 

Work clothing and overall manufac¬ 
turers: 

Average collection period, 382 
Current assets to current liabilities, 197 
Current liabilities to tangible net 
worth, 220 

Fiscal closing dates, 210 
Fixed assets to tangible net worth, 288 
Inventory to net working capital, 350 
Net profit to net sales, 569 
Net profit to tangible net worth, 560- 
561 

Net sales to inventory, 323 
Net sales to net working capital, 433 
Net sales to tangible net worth, 410 
Working assets (See also Assets), Nor¬ 
folk and Western Railroad Com¬ 
pany, 177 

Working capital, net (see Net Working 
Capital) 

World War: 

First: 

Currency inflation after, 12 
Decline in business activity during, 
24 

Defaults after, 556 
Investments before, 654-555 
Trade acceptance crusade after, 80 
Second: 

Growth of sales during, 568 
Participation of United States in, 73 
Rearming for, 655 
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WoBLD Wab (coniinued): 

Second {continued): 

SpendL:igi 560, 562 

Y 

Yacht builder: 

Comparative financial statements 
{forms), 211, 217, 219 
Excessive current liabilities, 217-219 


Year, natural business: 

Analysis on basis of, 209 
Council, 206, 209 
Defined, 205-209 
Fiscal closing dates, 209-211 
Inventory at end of, 208-209 
Yoder, Dale, and George R, Davies, 
Business Statistics, 538n. 

Yutang, Lin {see lin Yutang) 



Thia book was taken from the Li!>rary on the date last 
stamped. A fine of J anna will be ohap^erl for 
each day the book is kept over duo. 




